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ABSTRACT
A n tic ip a tio n , in  an accoun ting  c o n te x t, r e f e r s  to  ex p ec ta tio n s  
th a t  a re  g iven  re c o g n itio n  in  the  accoun ts o f the  f irm . The problem  
of t h i s  study  i s  to  determ ine th e  degree o f  s ig n if ic a n c e  assumed "by 
a n t ic ip a t io n s  in  th e  p ro cess  of accoun ting  f o r  a s s e ts  and l i a b i l i t i e s .
C ontrary  to  th e  popu lar op in ion  th a t  accoun tan ts should n o t d e a l 
in  a n t ic ip a t io n s ,  th e  r e s u l t s  o f t h i s  s tudy  le a d  to  the  conclusion  th a t  
the  p ro cess  o f a n t ic ip a t io n  p lay s  a very  v i t a l  ro le  in  accounting  f o r  
a s s e ts  and l i a b i l i t i e s *  On th is  b a s i s ,  i t  can be concluded th a t  a n t i c i ­
p a tio n  i s  n o t exogenous to  accounting  th eo ry , b u t  assumes a p o s i t io n  
of s ig n if ic a n c e  as a  n ecessa ry  p a r t  of th e  complete th e o r e t ic a l  fram e­
work o f acco u n tin g .
The essence of an  a s s e t ,  as based  on the  se rv ic e  p o te n t ia l  con­
c e p t , l i e s  in  i t s  a b i l i t y  to  prov ide fu tu re  s e rv ic e s .  As a  r e s u l t  o f 
t h i s  f a c t ,  th e  fu tu re  i s  o f prim ary s ig n if ic a n c e  f o r  a s s e t  e x is te n c e  
and re c o g n itio n . The degree o f u n c e r ta in ty  invo lved  in  a s s e t  ex is ten ce  
v a r ie s ,  depending upon the  type o f a s s e t  g iven  c o n s id e ra tio n . Since 
u n c e r ta in ty  o f  a s s e t  s t a tu s  e x is ts  i n  the case  of many a s s e t s ,  the 
fu tu re  economic b e n e f i ts  embodied in  a s s e ts  a re  n o t guaran teed , b u t  a re  
p r im a r ily  o f a  p ro sp ec tiv e  n a tu re . Because economic b e n e f i ts  embodied 
in  a s s e ts  a re  o f a p ro sp e c tiv e  n a tu re , i t  becomes e v id en t t h a t  a s s e t  
v a lu a tio n s  re p re se n t  a n t ic ip a t io n s  o f  fu tu re  se rv ic e  r e a l iz a t io n .
The c o s t concept o f va lue  i s  w e ll  e s ta b lis h e d  in  accoun ting
doctrinej since i t  approximates f a i r  value a t  date of exchange, i s  a 
measure of stewardship re sp o n sib ility , i s  basic  to the matching process, 
and i s  a lso  r e a l is t ic  from the standpoint of en te rp rise  con tinu ity . 
A nticipation  of a sse t values in  excess of cost i s  not appropriate to  
accounting p ra c tic e , while an tic ip a tio n  of value declines i s  appropriate 
in  some s itu a tio n s , notably in  the case of cu rren t a sse ts  when cash- 
rea lizab le  value f a l l s  below cost or in  the case of fixed  a sse ts  when 
damage o r unexpected obsolescence occurs.
D epreciation, as a  process of cost a llo ca tio n  of fix ed  a s se ts , 
i s  a lso  based on a n tic ip a tio n . In  order to appropria te ly  match revenue 
and expense, i t  i s  necessary to a llo ca te  the cost of depreciable a sse ts  
to time periods during which i t  i s  an tic ip a ted  the a s s e t 's  service 
p o te n tia l  w ill  be u t i l iz e d . Only a portion  of fixed a sse t cost i s  
a llo ca ted  p e rio d ica lly , evidencing the expectation th a t  the fu tu re  w il l  
u t i l i z e  a portion  of the a s s e t 's  se rv ice s . In  add ition , salvage values 
of depreciable a sse ts  are  an tic ip a ted  and re fle c ted  as o ffse ts  in  the 
confutation of periodic  depreciation.
Accounting p rac tice  accepts the leg a l concept of debts as l i a b i l i ­
t i e s ,  and recognizes only those items th a t r e f le c t  debts requiring 
payments to  c re d ito rs . P ractice  thereby does not attem pt to fo recas t 
or an tic ip a te  a l l  fu tu re  cash disbursements th a t w ill be required in  
order to a t t r a c t  fac to rs  of production to the firm , bu t in s tea d  accepts 
as l i a b i l i t i e s  those items fo r which a determinable amount i s  owed as 
a re s u lt  of a past tran sac tion . A going concern i s  under no leg a l o b li­
gation to  pay a l i a b i l i t y  u n t i l  m aturity , and as a re s u lt  l i a b i l i t i e s  in ­
cluded in  f in an c ia l statements represen t an tic ip a ted  leg a l l i a b i l i t i e s .
I f  th is  were not tru e , only items representing past-due indebtedness
v i
would be re p o r te d  a s  l i a b i l i t i e s .  Amounts r e p o r te d  a s  l i a b i l i t i e s  th e r e ­
fo r e  can be c o n s id e re d  a n t i c ip a te d  l i a b i l i t i e s ,  s in c e  a c tu a l  o r  r e a l  
l i a b i l i t i e s  in  th e  l e g a l  sen se  o f  o b l ig a t io n  to  pay  do n o t  develop  u n t i l  
due d a te .  The acco u n tin g  co n cep t o f  l i a b i l i t y  i s  th u s  more in c lu s iv e  
th a n  th e  l e g a l  concep t o f  o b l ig a t io n  to  p ay . As a r e s u l t ,  l i a b i l i t y  
acco u n tin g  i s  e s s e n t i a l l y  a  p ro c e ss  o f a n t i c ip a t in g  and r e p o r t in g  known 
f u tu r e  cash  d isb u rsem en ts  r e s u l t in g  from  p a s t  t r a n s a c t io n s .
v i i
CHAPTER I  
INTRODUCTION
J u s t i f i c a t io n  o f the  Study
H is to r ic a lly  i t  has been considered  u n d esirab le  fo r  accoun tan ts 
to  a n tic ip a te  b e n e f i ts .  I t  i s  f re q u e n tly  a s se r te d  th a t  b e n e f i ts  
cannot be recognized u n t i l  they  a re  re a l iz e d  through the com pletion 
o f a tra n s a c tio n  w ith  an independent p a r ty . The avoidance o f an ­
t ic ip a t io n  of b e n e f i ts  was considered  one o f the g re a te s t  v i r tu e s  o f 
accoun tan ts u n t i l  se v e ra l decades ago.^- There a re  a  number o f reasons 
why th is  procedure was adopted and follow ed w ith  l i t t l e  m o d ifica tio n .
The underly ing  reason c a r r ie s  over from th e  p a s t when th e  account­
ing  process was considered  p r im a rily  a to o l fo r  developing and p re ­
p a rin g  a sta tem en t o f f in a n c ia l  cond ition  f c r  c re d i to r s  and o w n e r s . 2 
At th a t  time in d iv id u a ls  were mainly in te re s te d  in  the  ,!pouncen 
p o s s ib i l i t i e s  o f the. f irm . They were concerned w ith  the  a b i l i t y  o f 
the  f irm  to  pay i t s  o b lig a tio n s  in  event of fo rced  r e a l iz a t io n  o f 
a s s e ts .  L i t t le  emphasis was p laced  on the flow o f earn ings as a 
source of funds fo r  fu tu re  use o r  as a means of l iq u id a tin g  l i a b i l i t i e s ,
lH. A. Finney and H. E* M ille r , P r in c ip le s  o f A ccounting, 
In te rm ed ia te  (Fourth  E d itio n ; Englewood C l i f f s :  P re n tic e -H a ll, I n c . ,
1951), p . 611.
2w. E. Karrenbrock and Harry Simons, In term ed iate  A ccounting, 
Comprehensive Volume (Second E d itio n ; C in c in n a ti: South-W estern
Pub lish ing  C o.,1 9 5 3 ) ,  P* h3-
2
Another reason  f o r  th e  avoidance of a n t ic ip a t io n  o f b e n e f i ts  in  
th e  accounts was due to  the  f a c t  t h a t  the  amounts o f such b e n e f i ts  
were no t o b je c tiv e  and v e r i f i a b le ,  b u t were based  on op in ion . No c le a r ly  
dete rm inab le , thoroughly  accu ra te  amount could be a sc e r ta in e d  i t  was 
argued, f o r  any amount which was a n tic ip a te d  was a su b je c tiv e  and p e r­
haps in ac cu ra te  e s tim a te . A f e a r  thus developed th a t  a s s e t  v a lu a tio n  
o r income d e te rm ina tion  could be based on th e  whim and fancy  of mana­
g e rs  o r owners, a p rocess which could r e s u l t  i n  f in a n c ia l  s ta tem en ts  
re p o rtin g  f ig u re s  re s u l t in g  from  sp e c u la tio n , r a th e r  th an  those based  
on o b je c tiv e  ev idence .
I t  i s  doubted by some in d iv id u a ls  i f  th e  avoidance of a n t ic ip a ­
t io n s  by accoun tan ts i s  j u s t i f i a b le  today . W ith th e  advent of the  
co rpo ra te  form  of b u s in ess  o rg an iz a tio n  w ith  i t s  s tock  w idely  d isp e rsed  
among in d iv id u a l  s to ck h o ld ers  and the  re s u l t in g  se p a ra tio n  o f owner­
sh ip  of the  f irm  from f i r s th a n d  knowledge of i t s  o p e ra tio n s , a n t ic ip a ­
t io n s  in  th e  form of c u rre n t economic d a ta  about income and w ea lth  of 
the  f irm  may be of g re a te r  s ig n if ic a n c e  than  h i s t o r i c a l  d a ta .
Most o f the  c r i t ic is m s  of accounting  a re  concerned w ith  a lle g e d  
in c o n s is te n c ie s  o r  inadequacies in  f in a n c ia l  sta tem en ts p repared  f o r  
in v e s to rs  and th e  p u b lic .^  The con troversy  which has a r is e n  in  reg a rd  
to  the  need f o r  recogn izing  c u rre n t c o s t d a ta  in  th e  accounts r a th e r  
th an  h i s to r i c a l  c o s t d a ta  se rv es a s  an e x c e lle n t  example of accounting  
procedures which have g iven  r i s e  to  th e se  a l le g a t io n s .  I d e n t ic a l  firm s 
w ith  s u b s ta n t ia l  f ix e d  a s s e t  investm ents can re p o r t  s ig n i f ic a n t ly
o
^C. E . Noyes, "New S o lu tio n s  f o r  New P r o b le m s ,J o u r n a l  o f 
Accountancy, CV (tferch, 1958), 29.
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d i f f e r e n t  n e t  income and t o t a l  a s s e t  f ig u re s  sim ply because a s s e ts  were 
a cq u ired  a t  d i f f e r e n t  p o in ts  in  tim e. F in a n c ia l  s ta tem en ts p repared  
under circum stances o f t h i s  n a tu re  may be inadequate o r  a c tu a l ly  mis­
le a d in g , p a r t i c u la r ly  to  th e  naive re a d e r . As a r e s u l t ,  i t  i s  argued 
by some th a t  accoun ting  has f a l l e n  behind  in  i t s  a ttem p ts  to  p o r tra y  
th e  c o n d itio n  o f b u s in e ss .^  There may b e , th e re fo re ,  a  genuine need 
f o r  a  movement toward the  e s tab lish m en t o f a g re a te r  degree o f compara­
b i l i t y  between accounting  and economic d a ta  a s  a means of more 
e f f e c t iv e ly  r e f le c t in g  economic a c t iv i t y .
The dilemma which th e  accounting  p ro fe s s io n  c u rre n t ly  fa c e s  can 
be summarized as fo llo w s:
"The accoun tan t can g e n e ra lly  conform th e  re p o r ts  of 
any one company to  a  s in g le  system , so th a t  th ey  a re  com­
p a rab le  from  y e a r to  y e a r  u n le ss  co n d itio n s  change r a d ic a l ly .  
But he cannot make th e  re p o r ts  o f two o r  th re e  companies 
comparable to  each o th e r . Nor can he add up a number o f 
r e p o r ts  to  f in d  a g en era l t o t a l .  Yet th a t  i s  j u s t  what 
i s  being done. We a re  to ld  t h a t  th e  r a te  o f p r o f i t s  in  
one in d u s try  i s  h ig h e r than  in  another^ and th a t  p r o f i t s  
a s  a t o t a l  a re  a decreasing  percen tage  of N a tio n a l Income.
Such s ta tem en ts a re  w idely  accep ted , and they  may be t ru e .  
Nobody knows."5
G rea te r re lia n c e  on a n t ic ip a t io n  may be a means of a l le v ia t in g  the  
s i tu a t io n  by p e rm ittin g  a  g re a te r  degree of com parab ility  between 
accounting  and economic d a ta  a s  w e ll  as among f in a n c ia l  re p o r ts  of 
v a rio u s  f irm s , in  which case  re p o r ts  could  become a more f r u i t f u l  source 
o f in fo rm ation  f o r  a n a ly s ts .
^Oswald W. Knauth, "An E xecutive Looks a t  Accountancy," Jo u rn a l 
o f Accountancy, C III  (January , 195>7), 29.
^ Ib id . , p . 30.
k
The most s ig n if ic a n t reason fo r  analyzing q u an tita tiv e  data of a 
firm  i s  to  secure clues perta in ing  to  fu tu re  p e r f o r m a n c e T h e  primary 
consumers of f in a n c ia l da ta , exclusive of management, are  f in a n c ia l  
an a ly s ts , including c re d it  g ran to rs, in v es to rs , and p o te n tia l  in v es to rs . 
F inancial an a ly sis  i s  not an exact science, but depends to  a large ex­
te n t  on the experience and judgment of the an a ly s t. D efin ite  standards 
of f in a n c ia l performance cannot be estab lished  fo r  a l l  s i tu a tio n s , 
but only basic  guides are av a ila b le . These must be in te rp re te d  in  the 
l ig h t  of the o v e ra ll f in a n c ia l performance of a sp e c ific  firm , the 
industry  in  which the firm  operates, and the le v e l of economic a c t iv i ty  
of the e n tire  economy. The task  of the f in a n c ia l analy st i s  one of 
conparison. He must compare re su lts  of a sp e c ific  firm  fo r  a s e r ie s  of 
y ears , and he must compare the re s u lts  of operations of various firm s 
in  order to  determine the f in a n c ia l s tren g th  and soundness of each.
Since the ana ly st i s  p rim arily  concerned w ith the fu tu re  performance 
of the firm  to  which he i s  contemplating a f in a n c ia l commitment, and 
since the com parability of data i s  so e s s e n t ia l ,  the p lacing  of g rea te r 
re lian ce  on a n tic ip a tio n  in  the reporting  of a sse ts  and l i a b i l i t i e s  
by the accountant may be of s ig n if ic a n t value to  the an a ly st. The 
extension of the ro le  of a n tic ip a tio n  by the accountant could provide 
ad d itio n a l inform ation to  the an a ly st, and concurrently provide a 
p a r t ia l  so lu tion  to  the problem of converting f in a n c ia l data to  com­
parable bases.
There i s  an ever-growing need fo r  continued improveznent in  account­
ing presen ta tions due to  the growing re liance  p laced on accounting data
^Charles T. Horngren, “D isclosure: What Next?*' The Accounting 
Review, XXXIII (1958), 8U* ------------------
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by  b u s in e s s  m anagers and f i n a n c i a l  a n a ly s t s  who m ust o f  n e c e s s i ty  a d ju s t  
to  changes o c c u rr in g  in  th e  dynamic econony in  w hich a c c o u n tin g  fu n c ­
t i o n s .  A cco u n tan ts  a re  o b l ig a te d  to  im prove t h e i r  r e p o r t in g  s ta n d a rd s  
a s  a  means o f a s s i s t i n g  u s e r s  o f  f i n a n c i a l  s ta te m e n ts  i n  making th e  
re q u ir e d  a d ju s tm e n ts . S in ce  th e  f u tu r e  i s  o f  param ount im portance  to  
th e  a n a ly s t ,  e x te n s io n  o f  th e  r o le  o f  a n t i c i p a t i o n  by a c c o u n ta n ts  c o u ld  
be o f v a lu e  to  him.
Meaning o f  A n t ic ip a t io n
A n t ic ip a t io n  in  a  g e n e ra l  c o n te x t  r e f e r s  to  p r e d ic t io n  o r  ex ­
p e c t a t i o n ,  r e q u i r in g  fo reknow ledge o f an  e v e n t o r  some p re c o n c e p tio n  
by th e  a n t i c i p a t o r .  The meaning i n  an  a c c o u n tin g  fram e o f re fe re n c e  
i s  more r e s t r i c t i v e .  A n t ic ip a t io n  a s  i t  p e r t a in s  t o  a c c o u n tin g  and 
a s  u se d  i n  t h i s  s tu d y  i s  concerned  w ith  e x p e c ta t io n s  in  re g a rd  t o  a s s e t  
and  l i a b i l i t y  r e c o g n i t io n  and  v a lu a t io n  t h a t  a re  g iv e n  r e c o g n i t io n  i n  
th e  a cco u n ts  o f  th e  f i rm . I n  a c c o u n tin g  u sa g e , th e  deg ree  o f  co n fid en ce  
w hich can be p la c e d  in  th e  e x p e c ta t io n  i s  o f u tm ost s ig n i f i c a n c e .  Ob­
v io u s ly  c o u p le te  co n fid en ce  canno t be p u t  i n  any e x p e c ta t io n ,  s in c e  
t h i s  would r e q u ir e  t h a t  no u n c e r ta in ty  be in v o lv e d . I n  a dynamic 
env ironm en t su ch  a s  t h a t  i n  w hich a c c o u n tin g  must c u r r e n t ly  f u n c t io n ,  
s i t u a t i o n s  f r e e  o f  u n c e r ta in ty  a re  p r a c t i c a l l y  n o n e x is te n t .
A ccoun ting  a n t i c i p a t i o n  m ust a l s o  be r e s t r i c t i v e  i n  a n o th e r  se n se . 
I t  m ust be r e s t r i c t e d  to  s p e c i f i c  e v e n ts ,  r a t h e r  th a n  a l l  o f  th e  a s p e c ts  
o f  econom ic a c t i v i t y  f a c e d  by th e  f i rm . I t  m ust be concerned  w ith  sp e ­
c i f i c s  w hich a re  in c lu d e d  i n  th e  a c c o u n ts  o f  th e  f i r m .  These c o n s i s t  
o f su ch  item s a s  r e c o g n i t io n  and  v a lu a t io n  o f  c u r r e n t  and  f ix e d  a s s e t s ,  
e x p e c ta t io n s  c o n ce rn in g  u s e f u l  l i v e s  o f  f ix e d  a s s e t s ,  an d  e x p e c ta t io n s
6
in  regard to  payment of l i a b i l i t i e s ,  a l l  of which are not rigorously 
determinable, but yet are determinable within re la tiv e ly  narrow lim its .
The role of an tic ipa tion  in  accounting may be influenced by one's 
concept of the purpose of accounting. I f  one adopts a very narrow 
in te rp re ta tio n  of accounting; th a t i s ,  assumes th a t the objective of 
accounting i s  only to  provide h is to r ic a l data, an tic ip a tio n  w ill  play 
a re la tiv e ly  minor ro le . On the other hand, i f  the purpose of account­
ing is  defined more broadly, an tic ipa tion  w ill  assume g rea ter s ig n if i­
cance. A trend i s  developing whereby accountants are becoming less 
concerned with the reporting of past h isto ry  and more concerned with 
providing information which i s  su itab le  fo r  planning and contro l, in  
addition to  reporting stewardship. With increasing enphasis on the 
u t i l i t y  of accounting data fo r  th a t which i s  currently  happening or i s  
lik e ly  to  happen, as opposed to  th a t which has already happened, i t  
might be expected th a t an tic ipa tion  w ill  grow in  sign ificance.
Delim itations of Research
This research i s  prim arily  concerned with two basic questions:
(1) To what extent do accountants presently  re ly  on an tic ipa tions 
in  accounting fo r  asse ts  and l i a b i l i t i e s ,  and
(2) To what extent should accountants re ly  on an tic ipa tions in  
accounting fo r  assets and l ia b i l i t ie s ?
This research is  devoted to  a study of the present and id e a l ro les 
of an tic ipa tion  in  four c la ss if ica tio n s  of balance sheet accounts— 
current a sse t; fixed  a sse t; current l ia b i l i ty ;  and long-term l ia b i l i ty .  
I t  includes a discussion pertaining to  the nature of these c la s s if ic a ­
tions of accounts, followed by an investigation  and c r i t ic a l  app ra isa l 
of the currently  accepted valuation procedures regarding these accounts. 
In  addition, valuation procedures which place g rea ter emphasis on
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a n t i c i p a t i o n  a r e  e v a lu a te d .  C o n c lu s io n s  a r e  th e n  drawn c o n c e rn in g  th e  
m ost d e s i r a b le  p ro c e d u re s  f o r  th e  r e p o r t in g  o f  b a la n c e  s h e e t  i te m s .
CHAPTER I I  
THE NATURE AND DEFINITION OF ASSETS
The Nature of A ssets
Accountants a re  not always in  complete agreement in  regard  to  the  
p re c ise  meaning of term inology used . This can lead  to  se rio u s  misunder­
stand ing . I t  i s  necessary , th e re fo re , before g e ttin g  in to  th e  problem 
of balance sheet v a lu a tio n  to  consider in  some d e ta i l  the n a tu re  of 
a s s e ts ,  l i a b i l i t i e s ,  and o th e r  re la te d  concepts.
The d e f in itio n  of an  a sse t, proposed by the Committee on Terminology
o f th e  American I n s t i tu te  o f C e r tif ie d  P ub lic  Accountants i s  as fo llow s:
"Something rep resen ted  by a  d eb it balance th a t  i s  o r
would be p roperly  c a r r ie d  forward upon a c lo sing  o f books
of account according to  the ru le s  o r p r in c ip le s  o f account­
ing  (provided such d e b it balance i s  n o t in  e f f e c t  a negative 
balance ap p licab le  to  a l i a b i l i t y ) ,  on the  b a s is  th a t  i t  
rep resen ts  e i th e r  a p roperty  r ig h t  o r value received  o r  an 
expenditure made which has c rea ted  a  p ro p erty  r ig h t  o r i s  
p roperly  ap p licab le  to  the fu tu re ." ^
This d e f in itio n  i s  inadequate f o r  two reasons. F i r s t ,  i t  d efines 
the  term "a sse t"  on the  b a s is  o f a record-keeping method. This i s  
equ iva len t to  saying a s se ts  a re  item s accountants c a l l  a s s e ts .  The 
nature of the  item  i t s e l f  should determine i f  an a s s e t  a c tu a l ly  e x is ts ,  
ra th e r  than  i t s  ex is tence  being dependent upon a  method o f keeping 
records* Secondly, th is  d e f in i tio n  has no meaning f o r  one who lacks 
accounting knowledge, since such an in d iv id u a l does n o t know the meaning
1American I n s t i tu te  o f C e r tif ie d  P ub lic  A ccountants, Accounting 
Terminology..B u lle tin  No*. 1 (New York: 1953), p . 13.
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o f a ’’d e b it  ba lance  th a t  i s  o r  would be p ro p e rly  c a r r ie d  forw ard  upon 
a  c lo s in g  o f  books o f  accoun t acco rd in g  to  th e  ru le s  o r  p r in c ip le s  o f  
a cco u n tin g s* *•” In  some cases acco u n tan ts  a re  unable to  ag ree  on th e  
p re c is e  meaning o f  t h i s  s ta te m e n t, and as a  r e s u i t  th e  d e f in i t io n  i s  
even o f  q u e s tio n a b le  va lue  to  th e  a c c o u n ta n t.
These c o n s id e ra tio n s  lead  to  th e  conclu sion  t h a t  th e  term  " a s s e t” 
shou ld  n o t be d e fin ed  on th e  b a s is  o f  th e  m echanics o f  acco u n tin g , bu t 
in s te a d  shou ld  be d e fin ed  on th e  b a s is  o f  th e  n a tu re  o f  th e  item  being  
considered* The a p p ro p r ia te  q u e s tio n  th en  becomes: What i s  th e  e sse n ­
t i a l  elem ent t h a t  an ite m  must p o sse s s  in  o rd e r  f o r  i t  to  be c l a s s i f i e d  
a s  an a s s e t?
The d e f in i t io n  by th e  Committee on Term inology, a s  quoted above, 
touches on t h i s  e s s e n t i a l  elem ent which an  a s s e t  must p o s s e s s , when 
i t  s t a t e s ,  tt**0i t  (an  a s s e t )  re p re s e n ts * * ,a  r i g h t  o r  value.***properly 
a p p lic a b le  to  th e  fu tu re * ” T his em phasizes th e  one most s ig n i f ic a n t  
elem ent req u ired , o f  an  a s  set-***the a b i l i t y  to  p rov ide  fu tu re  b e n e f i t  to  
i t s  owner*
This f u tu re  b e n e f i t  which i t  i s  a n t ic ip a te d  an  a s s e t  w i l l  p rov ide  
i s  u s u a l ly  r e f e r r e d  to  a s  s e rv ic e . One o f  th e  f i r s t  accoun ting  w r i te r s  
to  recogn ize  t h i s  f a c t  was C harles E* S p r a g u e , ^ who w rote e a r ly  in  th e  
tw e n tie th  cen tu ry . He d e sc rib e d  a s s e t s  a s  ”a  s to ra g e  o f  s e rv ic e s  to  be 
re c e iv e d ,”3 em phasizing th e  f a c t  t h a t  i f  an item  would p rov ide  no fu tu re
CR. T* Sprouse and Maurice M oonitz, A T en ta tiv e  S e t  o f  Broad 
A ccounting P r in c ip le s , f o r  B usiness E n te rp r is e s  (New York: American
I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A ccoun tan ts , 1962), p . 19 .
^C harles E . Sprague, The Philosophy  o f  Accounts ( F i f th  E d it io n ;  
New York: Ronald P re ss  Co*, 1922)7 p . i*6.
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se rv ice  i t  was not w ealth , bu t was w orth less . He enlarged upon the  
se rv ice  concept by considering a s s e ts  to  be the "embodiment o f se rv ices  
p rev iously  given.
Some twenty years a f t e r  Sprague w rote, John B. Canning again  
s tre sse d  the  s ig n ifican ce  o f  expected fu tu re  se rv ice s  as the  essence 
of an a s s e t ,  when he w rote, " . . . t h e r e  must be some a n tic ip a te d  id en ­
t i f i a b l e ,  separa te  (o r  separab le) se rv ices to  be had by a p ro p r ie to r ." ^  
Canning s t r e s s e s  the f a c t  th a t  the ex is tence  alone of a m a te ria l o b jec t 
does no t su ff ic e  to make the o b jec t an a s s e t ,  bu t in s te a d  the prim ary 
determ inant i s  the ex is tence  of fu tu re  se rv ice  p o te n t ia l .
W riting in  19U0, Paton and L it t le to n  again  brought ou t the  f a c t  
th a t  se rv ice  i s  the s ig n if ic a n t  element of an a s s e t ,  o r as they  s t a te ,  
" s e r v ic e -p o te n t ia l i t ie s ,  which, when exchanged, b ring  s t i l l  o th e r 
s e rv ic e -p o te n t ia i i t ie s  in to  the e n te rp r is e ." ^  K ohler, i n  A D ictionary  
f o r  A ccountants, s ta te s  th a t  the " .. .m o s t  im portan t c h a ra c te r is t ic  o f an 
•a s se t’ i s  i t s  u se fu lness to  the owner. An o b jec t o r r ig h t  i s  considered 
u se fu l i f  i t  i s  the source o f . . . f u tu r e  se rv ice s  econom ically advan­
ta g e o u s .. . to  i t s  p resen t owner.
**Ibid. , p . U6.
^John B. Canning, The Economics of Accountancy (New York:
Ronald Press Co., 1929), p . 18.
6W. A. Paton and A. C. L i t t le to n ,  An In tro d u c tio n  to  Corporate 
Accounting Standards (Columbus: American Accounting A sso c ia tio n , 19h0), 
p . 13.
? £ ric  L. K ohler, A D ictionary  fo r  Accountants (Second Edition} 
Englewood C l i f f s ,  New Jersey : P re n tic e -H a ll, I n c . ,  1957), p . h2.
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The D e f in i t io n  o f  A sse ts
D esp ite  some minute d i f f e r e n c e s , th e  p reced in g  d e f in i t io n s  and 
concep ts o f  a s s e t s  ag ree  on c e r ta in  b a s ic  e s s e n t i a l s ,  the  p rim ary  
e s s e n t i a l  b e in g  a  r ig h t  to  p ro sp e c tiv e  b e n e f its #  A sse ts  can th u s  be 
d e fin e d  ass Any r i g h t  a f i r m  c u r re n t ly  p o ssesse s  which i s  capab le  o f 
p ro v id in g  fu tu re  economic b e n e f i t .  This i s  the  d e f in i t io n  t h a t  w i l l  
be fo llow ed  i n  t h i s  s tu d y .
The v i r tu e  o f t h i s  d e f in i t io n  l i e s  in  i t s  s im p lic i ty  and compre­
h e n s iv en e ss . I t  i s  e a s i l y  unders tood  by anyone, and can e a s i l y  be 
a p p lie d  by a cc o u n ta n ts  in  de term in ing  i f  an item  shou ld  be in c lu d e d  in  
th e  a s s e t  s e c t io n  o f  a f irm r s ba lance  s h e e t .  T his d e f in i t io n  p ro v id es  
a more o b je c tiv e  and p r e c is e  t e s t  f o r  judg ing  a s s e t s  th an  t h a t  which 
i s  c u r r e n t ly  in  g e n e ra l u s e ,  and th e reb y  p e rm its  acco u n tan ts  to  d ispose  
o f  ru le -o f-th u m b  methods which a re  b ased  la rg e ly  on t r a d i t i o n .
C h a ra c te r is t ic s  o f A sse ts
The fo reg o in g  proposed  d e f in i t io n  o f a s s e ts  s t r e s s e s  the  th re e  
s ig n i f ic a n t  e lem ents o f  an  a s s e t :
1 . A sse ts  a re  r i g h t s .
2 . These r ig h ts  a re  p o ssessed  by a  s p e c i f ic  f i rm .
3 . These r ig h ts  p e r t a in  to  economic b e n e f i t .
The u su a l concep t o f a s s e t s  i s  one w hich c o n s id e rs  th e  essence  of 
a s s e t s  to  be e i t h e r  p h y s ic a l  o r  r e p re s e n ta t iv e  o f a claim. to  money.
In  r e a l i t y ,  however, an  a s s e t  need n o t  be dependent f o r  i t s  e x is te n c e  
on e i t h e r  o f  these .®  I n s te a d ,  a s s e ts  a re  bundles o f r i g h t s ,  and a s  a
®William V a tte r ,  The Fund Theory o f A ccounting (C hicago: 
U n iv e rs ity  o f Chicago P r e s s ,  19li7) ,  p# 17.
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re s u lt  of th is  are  fundamentally id e n tic a l, regardless of accepted 
balance sheet c la s s if ic a tio n .^  Therefore, c la s s if ic a tio n  of a sse ts  
i s  a device used fo r  analysis ra th e r  than one based on the fundamental 
nature of the item s.
Assets are bundles of r ig h ts , and these rig h ts  must be property 
of a sp ec ific  firm  o r accounting e n tity . The existence of the a sse t 
to  the e n tity  i s  not dependent upon leg a l t i t l e  to  the a s se t. Property 
acquired by the firm  on the insta llm en t b a s is , -with passage of t i t l e  
delayed u n t i l  coupletion of the con trac t, represents a v a lid  a sse t to 
the firm  even though the firm  does not hold t i t l e  to  the  a s se t. The 
r ig h t  which i s  represented by the a sse t must leg a lly  belong to  the firm  
i f  the firm  i s  to recognize the r ig h t as an a s s e t .  In  the case of the 
installm ent purchase, the firm  has an equitable r ig h t to  se rv ices, and 
as a r e s u l t ,  i t  has the p riv ileg e  of recognizing an a s se t. I t  i s  not 
leg a l t i t l e  which co n stitu tes  the existence of an a s s e t ,  but i t  i s  an 
enforceable r ig h t to  the serv ices of the a s se t.
The r ig h t of the firm  to  services of the a sse t roust be more than 
a moral r ig h t. This i s  evidenced in  the case of a debtor who has been 
adjudged a bankrupt. A moral r ig h t continues to e x is t ag a in st the 
bankrupt, but since no leg a l r ig h t e x is ts , no a sse t can be recognized.
Since the existence of enforceable r ig h ts  are necessaiy fo r  a sse t 
recognition, in  no sense can an obligation be considered an a sse t under 
the terms of the  preceding d e fin itio n . As in te r e s t  ra te s  o r p rice  leve ls  
change, the re la tiv e  burdens of various obligations w il l  a lso  change, 
but nevertheless obligations o r burdens ra th e r than p riv ileg e s  s t i l l
^Maurice Moonitz and C. C. S taehling, Accounting, an Analysis of 
I t s  Problems (Brooklyn: The Freedom Press, In c ., 1952;, I ,  205.
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e x i s t .  An o b lig o r  does n o t p o ss e s s  any r i g h t s  o r  b e n e f i t s  under th e  
term s o f  h is  o b l ig a t io n s ,  s in c e  he has g iven  h is  bond to  perfo rm  a  
s p e c i f i c  a c t  o r  s e r i e s  o f  a c t s ,  th e  b e n e f i t s  o f w hich belong  to  th e  
o b l ig e e .
The t h i r d  s ig n i f i c a n t  e lem ent an ite m  m ust p o sse ss  i n  o rd e r  to  be 
c l a s s i f i e d  a s  an a s s e t  i s  th e  f a c t  t h a t  i t  must p ro v id e  s e r v ic e ,  o r  
economic b e n e f i t s  The s e rv ic e s  w hich an  a s s e t  must p ro v id e  can ta k e  
one o f  s e v e ra l  fo rm s, b u t  th e y  must be economic i n  nature*^®  Economic 
r e f e r s  to  th e  f a c t  t h a t  th e  s e rv ic e s  a r e  sc a rc e  and th e r e f o re  p o ssess  
some v a lu e .
In  th e  case  o f  p h y s ic a l  p ro p e r ty  th e  s e rv ic e  may r e s u l t  from  th e  
u se  o f  th e  a s s e t  i n  a  p ro d u c tiv e  f u n c t io n ,  o r  i t  may r e s u l t  from  th e  
f a c t  t h a t  th e  p ro p e r ty  has a  sa lv ag e  v a lu e . I n  th e  case o f  p ro p e r ty  
such  a s  c a sh , an  exchange v a lu e  e x i s t s ,  f o r  t h i s  i s  an  ite m  which can 
be exchanged a t .  th e  w i l l  o f  i t s  owner f o r  o th e r  a s s e t s .
I t  i s  more d i f f i c u l t  t o  de te rm ine  where th e  economic b e n e f i t s  l i e  
in  th e  ca se  o f  th e  in ta n g ib le  a s se ts ..  Item s such a s  o rg a n iz a t io n  c o s ts  
o r  f r a n c h is e s  f r e q u e n t ly  have no exchange v a lu e , s in c e  th e y  a r e  v a lu a b le  
o n ly  to  th e  f irm  p o sse s s in g  them . . The s e rv ic e s  p ro v id ed  by  th e s e  item s 
ta k e  th e  form  o f  a  l e g a l  p r iv i l e g e  g ra n te d  by a govern ing  a u th o r i ty ,  
a  p r iv i l e g e  which has very  r e a l  v a lu e  to  th e  s p e c i f i c  f i rm , s in c e  th e  
f irm  cou ld  n o t o p e ra te  w ith o u t t h i s  p r iv i l e g e .  These item s have no 
s e rv ic e  d i r e c t l y  a t t r i b u t a b l e  to  them , b u t  i n d i r e c t l y  form  th e  b a s i s  f o r  
th e  s e rv ic e s  flow ing  from  th e  e n t i r e  p o o l o f  a s s e t s  which com prises th e  
f i rm .
^ S p ro u s e  and M oonitz, Ojd. C i t . ,  p .  20.
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E arly  accounting w r ite rs  emphasized the importance of a stream  of 
se rv ice s  which could be tu rned  in to  cash . K este r, f o r  example, s ta te d  
th a t  "p roperty  su b je c t to  the payment o f deb ts” was a  re q u is ite  fo r  
a s s e t  r e c o g n i t io n .^  This i s  eq u iv a len t to  saying an a s s e t  can only 
be recognized i f  i t  p rov ides cash o r  i s  a source of cash f o r  the l iq u id a ­
t io n  o f  l i a b i l i t i e s .  Canning appears to  agree w ith  th is  concept of 
a s s e ts  when he say s, " . . . t h e  se rv ice  must e i th e r  be i t s e l f  a money in ­
come o r i t  must have a money income c o n s e q u e n c e . "12
Both of these  w rite rs  thus emphasized the need f o r  g en era tio n  of 
cash  a s  a b a s is  f o r  a s s e t  rec o g n itio n . This concept i s  s t i l l  b a s ic  to  
a s s e t  reco g n itio n  and v a lu a tio n , which i s  evidenced by the American 
Accounting A ssocia tion  sta tem ent which p o in ts  ou t the f a c t  th a t  the 
"value of an a s s e t  i s  the m oney-equivalent of i t s  se rv ice  p o t e n t i a l s . " ^  
Some m od ifica tion  has been made, however, during the in te rv en in g  y e a rs , 
w ith  the r e s u l t  th a t  le s s  enphasis i s  l a id  upon the cash r e a l iz a t io n  
a sp e c t o f b e n e f its  provided by a s s e ts .  This d iv e rs i ty  o f b e n e f its  
derived  from a s s e ts  inc ludes a s to re  o f va lu e , medium of exchange, 
p h y sic a l u t i l i z a t i o n ,  and co n tra c tu a l o r  o th e r  le g a l r i g h t s . ^
Since a s s e ts  e x is t  because they rep re se n t an a n tic ip a te d  flow of 
fu tu re  se rv ice s  to  the  accounting e n t i ty  which possesses them, the  
fu tu re  i s  o f prim ary s ig n if ic an c e  f o r  a s s e t  rec o g n itio n . Due to  the 
importance o f a n tic ip a tio n  and the fu tu re ,  a s s e ts  e x is tin g  in  a dynamic
URoy B. K ester, Accounting Theory and P ra c tic e  (New York:
Ronald P ress  Co., 1917), p . lit.
^C ann ing , Oja. C i t . ,  p . 21.
^A m erican Accounting A ssoc ia tion , Accounting and R eporting 
Standards f o r  Corporate F in a n c ia l. Statem ents (C o lu 5 5 u s~ 1957), p . U.
l^Sprouse and Moonitz, Og. C i t , ,  p . 21.
econony w i l l  be s u b je c t to  some uncerta in ty .^ -*  The u n c e r ta in ty  invo lved  
in  ho ld ings o f  cash and in su re d  bank d ep o sits  w i l l  be n e g lig ib le  because 
o f sound c e n t r a l  governm ent, b u t th e  u n c e r ta in ty  of a s s e t  s ta tu s  of 
p roductive  f a c i l i t i e s  s u b je c t  to  a  ra p id  r a te  o f obsolescence o r o f 
in ta n g ib le s  i s  c o n sid erab ly  g r e a te r .  The fu tu re  i s  r e s t r i c t e d  to  the 
se rv ic e s  a n t ic ip a te d  from the  a s s e t  and does n o t apply  to  fu tu re  a cq u i­
s i t io n s  o f  p ro p e rty , s in ce  th e  f irm  has no p re s e n t  r i g h t  to  the  se rv ic e s  
of p ro p e rty  to  be acq u ired  in  th e  fu tu r e .
The p e rio d  o f time during  which th e  se rv ic e  o f the  a s s e t  w i l l  be 
a v a ila b le  w i l l  vary  co n sid erab ly  w ith  th e  type o f a s s e t  invo lved . The 
b e n e f i t  may be im m ediately a v a i la b le ,  as in  th e  case o f  cash on hand. 
With re s p e c t  to  o th e r  a s s e t s ,  such a s  th e  s i t e  on which a p la n t  i s  
lo c a te d , p e rp e tu a l  bonds, o r  p re fe r re d  s to c k , the  b e n e f i ts  w i l l  sp read  
in to  the  in d e f in i te  f u tu r e . In te rm ed ia te  p o s i t io n s  w i l l  be occupied by 
o th e r  a s s e t s .
From the  p reced ing  d isc u ss io n , i t  becomes obvious t h a t  the  term  
a s s e t  i s  an economic concept. A sse t s ta tu s  depends on more than le g a l  
r ig h t  o r  p h y s ic a l e x is te n c e , the  fundam ental t e s t  being  economic 
b e n e fit*  I f  a s s e ts  no longer p o ssess  any " d isc e rn ib le  b e n e f i t  to  
fu tu re  o p e ra t io n s ,"16 th ey  cease to  e x i s t .  A sse ts  a re  "...em bodim ents 
o f fu tu re  want s a t i s f a c t io n  in  the  form o f se rv ic e  p o te n t ia l s  th a t  may 
be tran sfo rm ed , exchanged, o r  s to re d  a g a in s t  fu tu re  e v e n ts , . . .n o t
^ I b i d . , p .  20.
^A ccoun ting  and R eporting S tandards f o r  C orporate F in a n c ia l 
S ta tem en ts , Op. C i t . ,  p .  ST
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physica l th in g s , le g a l r ig h ts , or money claim s. **̂ 7 The outward appear­
ance of an a s se t can remain unchanged, but i t s  economic content may be 
d iss ip a ted  as serv ices a re  u t i l iz e d ,  a re  changed in  s ig n if ic an c e , o r a re  
lo s t  because of idleness.^®
The preceding discussion of a sse ts  leads to  the conclusion th a t 
a n tic ip a tio n  forms an e s s e n tia l  b a sis  f o r  a s se t  accounting. As ind ica ted  
e a r l ie r ,  a s s e t  recogn ition  i s  not dependent upon le g a l t i t l e ,  physica l 
c h a ra c te r is t ic s , o r  money claims* A sset recogn ition , however, does 
depend upon the existence of r ig h ts  of the firm  to  fu tu re  economic bene­
f i t*  Due to  the degree of u n certa in ty  c h a ra c te r is t ic  of the economic 
system, these fu tu re  economic b e n e fits  a re  not guaranteed or assured , 
bu t are  p rim arily  prospective b e n e fits . Since they are  prospective in  
n a tu re , i t  i s  obvious th a t  a n tic ip a tio n  assumes an in te g ra l  ro le  in  the 
concept of a s s e t  recogn ition . A ntic ipation  i s  thus not exogenous to  
accounting theory , but assumes a p o sitio n  of s ig n if ic an c e .as a v i t a l  
member of the  complete th e o re tic a l framework.
Measurement, Value, and V aluation of Assets
The Problem of Asset Measurement. A sse ts , as a  p a r t  of the su b jec t 
m atter of accounting, must be reduced to  an a rra y  of d o lla r  amounts in  
order to  provide a common denominator fo r  expressing diverse item s homo­
geneously. The problem of measuring, o f determining the  amounts a t  
which to  record the various a s se t  item s, can be regarded as one of the 
c e n tra l questions of a cc o u n tin g .^  j t  p resen ts  so many questions,
17va tter, 0£. C i t . ,  p . 17.
l8 Ib id . , p . 18.
^George 0* May, F in an c ia l Accounting, A D is ta lla t io n  of 
Experience (New Torki Macmillan Co«, 1957), p .“8?T
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in c lu d in g  b o th  th o se  t h a t  a re  th e o r e t i c a l  and th o se  t h a t  a re  p r a c t i c a l ,  
t h a t  much con fusion  and m isunderstand ing  has developed i n  th e  d is c u s s io n  
o f  th e  problem s o f  v a lu a t io n ,  o r  m easurem ent.
A lthough acco u n tin g  has had a long and e v o lu tio n a iy  developm ent, 
u n t i l  one hundred y e a rs  ago o n ly  one concept o f  c o s t  and  one concept o f  
v a lu e  e x is te d  i n  acco u n tin g  l i t e r a t u r e . 20 c o s t  a t  t h a t  tim e was d e fin e d  
in  a  manner which i s  s im ila r  to  a  c u rre n t d e f in i t io n  o f  h i s t o r i c a l  c o s t ,  
which s t a t e s  t h a t  c o s t  i s  "m easured by a c tu a l  cash paym ents o r  t h e i r  
e q u iv a le n t  a t  th e  tim e o f  o u t la y ."21 po r  acco u n tin g  p u rp o se s , th e  term  
v a lu e  was synonymous w ith  c o s t .22
A ccounting  l i t e r a t u r e  to d ay  c o n ta in s  innum erable v a r ia t io n s  in  
th e  m eanings of- th e se  two te rm s. R egarding c o s t  co n cep ts , Wyman F iske  
in d ic a te s  th e  wide v a r i e ty  by l i s t i n g  more th a n  sev en ty  d i f f e r e n t  
c o s ts .  A lthough th e s e  c o s ts , cou ld  be su b d iv id ed  i n to  s e v e r a l  b road  
c l a s s i f i c a t i o n s ,  .some o f  t h e . . . i t e m s  re p re s e n t  d i s t i n c t l y  d i f f e r e n t  
approaches and cannot .be re c o n c ile d  w ith  o t h e r s ."23 j n com parison to  
th e  many c o s t  c o n c e p ts , r e l a t i v e ly  few v a lu e  concep ts a re  c u r r e n t ly  
u t i l i z e d  in  a c c o u n tin g .2k
C ost i s  th e  fundam enta l b a s is  f o r  acco u n tin g . In  i t s  b ro a d e s t 
se n se , c o s t  i s  th e  "amount o f  bargained<»price o f goods o r  s e rv ic e s
2 % o rto n  B acker, Handbook o f  Modem A ccounting Theory (Englewood 
C l i f f s :  P re n t ic e - H a l l ,  I n c . ,  195577 p . 275.
21"R eport o f  th e  Committee on C ost Concepts and S ta n d a rd s ,"  The 
A ccounting Review, XXVII (1 9 5 2 ), 176.
^ B a c k e r ,  Oja. C i t* ,  p . 275.
23wyman P* F is k e , "The N ature o f  C ost and I t s  U ses,"  KACA 
B u l le t in ,  XXIII (1 9 l|2 ) , 982.
2^B acker, 0^ . C i t . ,  p . 275*
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received*1*2^ I t  i s  the amount of cash o r i t s  equ ivalen t given up fo r  
the item s o r se rv ices acquired . A ssets th a t  a re  acquired f o r  something 
o ther than cash o r a re  obtained by g i f t  o r  o th e r means which do not 
r e s u l t  in  the establishm ent of a bargained p r ic e , a re  measured by e i th e r  
the market p rice  of the consideration  given o r the market p rice  o f  the 
a s se t  acqu ired , whichever i s  the more e a s ily  and accu ra te ly  obtained .
In  the s i tu a t io n  in  which no market p rice  e x is ts  f o r  e i th e r  of the item s 
exchanged, an independent a p p ra isa l by a q u a lif ie d  p a rty  may be the b e s t 
way to  determine the amount a t  which to  record the a c q u is itio n .
Meaning of the Term Value. The term value a s  used in  accounting 
l i t e r a tu r e  has th ree  meanings, none of which a re  thoroughly exclu sive , 
bu t in stead  a re  re la te d  to  some e x te n t. One of these  d e f in itio n s  i s  a 
th e o re tic a l  o r  conceptual one, while the  o thers a re  more n early  based 
on observable market d a ta . A conceptual d e fin itio n  of value i s  given 
by the American Accounting A ssociation , which s ta te s  th a t  value i s  nthe 
moneyt-equivalent o f serv ice  po ten tia ls .® 2^ In  e f f e c t ,  th i s  i s  the  p resen t 
value of th e  a n tic ip a te d  stream of revenue generated  by an a s s e t .  Ob­
v io u sly , because of u n ce rta in ty  o f the  fu tu re , p a r t ic u la r ly  in  regard  to  
the  long»lived a s s e ts , t h i s  does no t provide a s u f f ic ie n tly  concise 
and p ra c t ic a l  basis  f o r  the  measurement o f a s s e ts ,  and as a r e s u l t  th i s  
method has no t come in to  general u se .
A second d e fin itio n  of value a s  i t  p e rta in s  to  accounting i s  th a t  
p resen ted  by the American I n s t i tu te  of C e rtif ie d  P ub lic  Accountants, 
and i s  a s  fo llow s: "Value as used in  accounts s ig n i f ie s  the amount a t
-Taton and L it t le to n ,  C i t . ,  p . 21*.
26Accounting and Reporting Standards , f o r  Corporate F in an cia l 
S tatem ents, Op. C i t . ,  p . 1*7 ‘
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which an item  i s  s t a te d ,  in  accordance w ith  the  accoun ting  p r in c ip le s  
r e l a te d  to  t h a t  item . Using th e  word v a lu e  i n  t h i s  se n se , i t  may be 
s a id  t h a t  b a la n c e -sh e e t v a lu e s  g e n e ra lly  re p re s e n t  c o s t  to  th e  accoun t­
ing  u n i t ,  o r  some m o d ific a tio n  th e r e o f . . . . " 2?
T his d e f in i t io n  o f  va lue  i s  n o t  e n t i r e l y  s a t i s f a c to r y  s in c e  i t  
d e fin e s  v a lu e  i n  term s o f the acco u n tin g  procedure  fo llow ed  in  re p o r tin g  
an a s s e t  f o r  f i n a n c ia l  s ta te m e n t p u rp o ses . S ince v a lu a tio n  p ro ced u res  
a re  n o t  th e  same f o r  a l l  accoun ting  c l a s s i f i c a t io n s  o f  a s s e t s ,  t h i s  
meaning has s e v e ra l  in te r p r e ta t io n s  and th e re fo re  i s  n o t u s e fu l  i n  
s i tu a t io n s  in  which a d e f in i te  meaning i s  re q u ire d .
A th i r d  d e f in i t io n  o f v a lu e  i s  g iven  by George 0 . May. He con­
s id e r s  v a lu e  to  be " th e  p r ic e  t h a t  a w i l l in g  p u rch a se r  w i l l  be l ik e ly  to  
pay to  a w i l l in g  s e l l e r . " ^  The d i f f i c u l t y  w ith  t h i s  d e f in i t io n  l i e s  in  
th e  f a c t  t h a t  i n  some cases  th e re  may be no w i l l in g  buyer o f  an a s s e t .  
However, i n  most cases  t h i s  d e f in i t io n  w i l l  be s a t i s f a c to r y .  A d e f in i ­
t io n  s im ila r  to  t h i s  i s  g iven  by MacNeal, who ho lds t h a t  th e  "value o f 
an y th in g  i s  i t s  ’power in  exchange,' w hich, m easured in  money, i s  i t s  
m arket p r i c e . T h e  d e f in i t io n s  g iven  by May and MacNeal in v o lv e  th e  
concep t o f  c u r re n t  w orth , and th u s  have th e  advantage o f be ing  in  a g re e ­
ment w ith  th e  co n n o ta tio n s  g e n e ra lly  a s s o c ia te d  w ith  th e  term . Value 
w i l l  th e re fo re  be d e fin e d  as th e  c o n s id e ra tio n , m easured in  money term s, 
an a s s e t  would command i f  i t  were p laced  on th e  m arket f o r  d is p o s a l ,  
assuming an  a rm 's - le n g th  t r a n s a c t io n .
2?A ccounting Terminology B u l le t in  No. 1 ,  Oj). C i t . , p . 17.
2^ F in a n c ia l A ccounting . Op. C i t . , p. 105.
^ K en n e th  MacNeal, T ru th  in  A ccounting (P h ila d e lp h ia :  U n iv e rs ity
o f  Pennsy lvan ia  P re s s ,  1939),' p . W*
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The preceding d e f in itio n s  in d ic a te  th e  f a c t  th a t  th e re  i s  no one 
g en era lly  accepted  d e f in it io n  of value in  accounting . The th re e  con­
cep ts o f value might be considered  to  in c lu d e  economic va lu e , in  the  case 
o f the discounted value of serv ices}  co st va lue , in  the  case o f the  
accounting value based on accounting p r in c ip le s ;  and cu rren t va lue , in  
th e  case of m arket p r ic e . This d is s im ila r i ty  o f d e f in it io n s  i s  recog­
n ise d  by the  American I n s t i tu t e  o f C e r t i f ie d  P ub lic  Accountants when i t  
adm its , "the  word value should seldom, i f  ever, be used in  accounting 
sta tem ents w ithout a  q u a lify in g  a d je c t iv e ."3®
On the su rface  these  concepts o f value seem, to  be opposing and 
m utually  ex c lu s iv e . There i s ,  however, a  marked s im ila r i ty  in h eren t 
in  th e  concepts. At the  date  o f  a c q u is i t io n  o f an a s s e t ,  a l l  o f th ese  
concepts a re  v i r tu a l ly  o f  equal magnitude in  cases in  which an arm1 s -  
len g th  exchange f re e  of coercion  o r  undue in flu en ce  has taken  p la c e .
This w i l l  r e s u l t  from th e  o p era tio n  o f the  p r ic e  system in  a  f re e  m arket 
economy. The opera tion  of the  p r ic e  system w i l l  provide a p r ic e  which 
i s  presumably in  accord w ith  economic cond itions and a s p ira t io n s  a t  th e  
date  o f  exchange, A p r ic e  o th e r  th an  th e  market p rice .w ould  be in eq ­
u i ta b le  in  th a t  one. p a r ty  to  the  exchange would be su s ta in in g  an un- 
necessa iy  lo ss  and the  o th er would, be re a l iz in g  an unearned g a in . In  
a d d it io n , exchanges a t  a r t i f i c i a l  p r ic e s  th a t  a re  no t c o n s is ten t w ith  
a c tu a l  economic s a c r i f ic e s  involved  could le a d .to  m isappropria tion  o f 
resources among a lte rn a t iv e  u se s . The p r i c e .p a id ,norm ally i s  a  r e s u l t  
o f  a complex of fa c to rs  and in fluences and can be accep ted  w ithout
^A ccounting  Terminology B u lle tin  No. 1, Og. C it* , p . 1?.
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q u e s tio n  a s  s a t i s f a c to r y  evidence o f  f a i r  v a lu e .3^  Cost i s  th e re fo re  
a  measure o f value a t  d a te  o f  a c q u is i t io n ,  bu t i t  does n o t n e c e s s a r i ly  
re p re se n t value a t  any subsequent d a te .3^
I t  appears th a t  most acco u n tan ts  who adhere to  the  conven tiona l 
concep t o f c o s t  would p r e f e r  n o t to  ap p ly  the  word value to  problem s o f 
accoun ting  measurement. A. C. L i t t le to n  a p t ly  p o in ts  t h i s  ou t on 
s e v e ra l  o c c a ss io n s . "Accounting re c o rd s , from  th e  ve ry  n a tu re  o f th e  
c a s e , can n o t reco rd  v a lu e ,” f o r  nvalue e x is t s  in  men’s  minds and i s  
n o t in h e re n t  in  any p a r t i c u la r  s e t  o f c ircu m stan ces ."^  "A g re a t  d i s ­
se rv ic e  to  a g re a t  many people  could  emerge i f  we a ttem p ted  to  produce 
d a ta  in  f in a n c ia l  s ta tem en ts  which f o r  a g iven  e n te rp r is e  would be sub­
s t a n t i a l l y  su b je c tiv e  p ro je c tio n s  in to  an unknown f u tu r e —th e se  da ta  
be ing  in  exchange f o r  th e  p ro g re ss  a lre a d y  achieved in  making accoun t­
in g  d a ta  dependably o b je c t iv e ,"3^
C la s s i f ic a t io n  o f  A sse ts
Measurement, o r  v a lu a tio n  o f a s s e t s ,  i s  concerned w ith  th e  problem  
o f de term in ing  th e  amount a t  which to  re p o r t  an a s s e t  f o r  f in a n c ia l  
s ta tem en t p u rposes, and a s  such assumes a g re a t  d e a l o f  s ig n if ic a n c e  in  
accoun ting  f o r  a s s e t s .  A second m ajor a s p e c t  invo lved  in  th e  re p o r t in g
" V .  A. P a ton , "Cost and Value in  A ccounting," Jo u rn a l o f 
Accountancy, LXXXI (March, 19U6), 193.
32I b i d . ,  p . 193.
33A. C. L i t t l e to n ,  "S ig n if ic a n c e  o f In v es ted  C o st,"  The Accounting 
Review, XXVII (1952), 170. ~
O  1
A. C. L i t t l e t o n ,  "A Symposium on A p p re c ia tio n ,"  The A ccounting 
Review, V (1930), 6 .
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o r f in a n c ia l  d a ta  regard ing  a s s e t  va lues i s  th e  a p p lic a tio n  o f  an appro­
p r ia te  c la s s i f ic a t io n  method.
C la s s if ic a t io n  r e f e r s  to  the  grouping o f a s s e ts  according  to  t h e i r  
n a tu re  a s  a  means of g iv ing  adequate expression  of t h e i r  n a tu re . Ade­
quacy and c l a r i t y  o f  exp ression  a re  prim ary requirem ents o f f in a n c ia l  
re p o r t in g , being alm ost equal in  s ig n if ic a n c e  to .ac cu ra cy . P roper 
c la s s i f ic a t io n  p rov ides a means by which th ese  requirem ents can be 
a t ta in e d  through prov id ing  a  scheme f o r  th e  grouping and re p o rtin g  o f 
item s w ith  s im ila r  c h a r a c te r is t ic s  and th ereb y  f a c i l i t a t e s  comprehen­
sion  o f  th e  meaning and s ig n if ic a n c e  o f  f in a n c ia l  d a ta  by th e  a n a ly s t. 
The in v e s to r  o r  stockho lder who has a  r e la t iv e ly  sm all holding o f  co r­
p o ra te  s e c u r i t ie s  must r e ly  alm ost e n t i r e ly  on p ub lished  f in a n c ia l  r e ­
p o r ts .  The a n a ly s is  o f f in a n c ia l  cond ition  based on im properly 
c la s s i f i e d  sta tem ents may r e s u l t  in  th e  drawing o f in ac cu ra te  con­
c lu s io n s  from an  a n a ly s is  o f th e  d a ta  a v a ila b le .
C la s s if ic a t io n  i s  an element involved in  th e  s c i e n t i f i c  approach 
to  problem so lv in g , one o f the  f i r s t  s te p s  necessary  to  b rin g  o rd e r o u t
i t
o f chaos."  C la s s i f ic a t io n  i s  p a r t ic u la r ly  im portan t in  accounting  be­
cause o f the f a c t  th a t  th e re  i s  a  lack  of thoroughly  uniform  te rm in o le - 
gy, in  a d d itio n  to  the  f a c t  th a t  th e  a n a ly s t has no knowledge o f the 
in te n t  o f management o f th e  f irm  in  regard  to  th e  use to  which a s s e ts  
a re  to  be d irec ted .- The need f o r  p roper c la s s i f ic a t io n  i s .  summed by 
K ester a s  fo llo w s: *Only b y .* .c a re fu l  g ro u p in g ...o f  th e  item s can 
th e i r  m utual i n te r r e la t io n s . . .b e  shown. Not on ly  does the  b ring ing  o f 
s im ila r  item s in to  groups p u t them in  p roper p e rsp e c tiv e , b u t the
•aq
E. I .  F je ld , Balance Sheet C la s s if ic a t io n  and Terminology
(New York: 1936), p . 20:
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arrangem ent o f .* .g ro u p s  to  show t h e i r  r e l a t io n s  to  one a n o th e r  makes 
f o r  a  more i n t e l l i g e n t  i n te r p r e t a t i o n  o f th e  ba lance  s h e e t . ^
F u n c tio n a l C la s s i f ic a t io n  o f A ssets*  V arious t i t l e s  have been 
used  in  d e s c r ib in g  th e  c l a s s i f i c a t i o n s  o f  a s s e t s ,  b u t i t  i s  g e n e ra lly  
ag reed  t h a t  th e re  a re  two b a s ic  c la s s e s  o f  a s s e t s .  One c la s s  c o n s is ts  
o f  those  a s s e t s  t h a t  a re  n e c e ssa ry  f o r  th e  p h y s ic a l  o p e ra tio n  o f  the  
b u s in e s s ,  o r  a re  a c tu a l ly  u sed  i n  a t t a in in g  th e  p rim ary  o b je c t iv e s  o f  
th e  b u s in e ss  e n t i t y .  T his group in c lu d e s  th o se  item s w ith  w hich th e  
b u s in e ss  i s  conducted and i s  u s u a l ly  r e f e r r e d  to  a s  c a p i t a l ,  o r  f ix e d ,  
a s s e t s  and i s  nade up o f  la n d ,  p l a n t ,  equipm ent, and  s im i la r  i te m s , 
none o f  w hich a re  h e ld  f o r  s a l e .  These ite m s , e x c lu s iv e  o f  la n d , a re  
u l t im a te ly  consumed i n  th e  o p e ra tio n  o f  th e  b u s in e ss  th rough  conversion  
to  p ro d u c t a s  a  r e s u l t  o f  d e p re c ia t io n  and o b so le sc en c e , w ith  c o s ts  o f 
th e s e  item s being  reco v ered  th ro u g h  revenue, g e n e ra te d .
A second m ajor ca teg o ry  o r  c l a s s .o f  a s s e t s  c o n s is ts  o f  th o se  item s 
th a t  a re  re q u ire d  f o r  th e  f a c i l i t a t i n g  of. o p e ra t io n s . T his c la s s  i n ­
c lu d es item s th a t  a re  u s u a l ly  r e f e r r e d  to  a s  c u rre n t  a s s e t s ,  and i s  made 
up o f  c a sh , r e c e iv a b le s ,  and in v e n to r ie s ,  a l l  o f  which a re  item s t h a t  
r e s u l t  from  th e  a c t i v i t y  o f  th e  b u s in e ss  and w i l l  be co nverted  i n to  cash , 
o r  save th e  u se  o f  c a sh , d u rin g  th e  norm al o p e ra tio n s  o f  th e  f i r m .
T his second b a s ic  c l a s s i f i c a t i o n  o f  a s s e t s  h a s .developed la r g e ly  
a s  a  response  to  c r e d i t  n e c e s s i t i e s . ^  When f in a n c ia l  s ta te m e n ts  were 
f i r s t  p re p a re d , t h e i r  p rim ary  p u rp o se  was to  m a in ta in  an  h i s t o r i c a l
Roy B. K e s te r , A ccounting T heory .and P ra c t ic e  (Second E d it io n j  
New Y orki Ronald P re s s  C o ., 1925), I I ,  8 0 .
3?
The d is c u s s io n  i n  t h i s  p a rag rap h  i s  based  on in fo rm a tio n  
p re s e n te d  by S tephen G ilm an, A ccounting C oncepts . of. P r o f i t  (New York: 
Ronald P re s s  C o ., 1939), p .  2^B.
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record as a  means of e s tab lish in g  business e n ti ty  sources and resources, 
and thus a n a tu ra l c la s s if ic a tio n  o f  a sse ts  was p ra c t ic a l  and adequate* 
This n a tu ra l c la s s if ic a tio n  was based on the physica l c h a ra c te r is tic s  
o f the a s s e ts ,  and included such items as cash, g ra in , and liv esto ck . 
E arly accounting was thus characterized  by th is  n a tu ra l grouping. When 
regu la r f in a n c ia l periods were adopted by business e n t i t i e s ,  ou tside  
c re d ito rs  demanded access to  the period ic  rep o rts , and began re ly ing  on 
the data  presented  as an in d ic a tio n  of solvency and a measure-of c re d i t  
r is k .  C reditors were more in te re s te d  in  th e  cu rren t a s s e ts ,  and thus 
demanded, th a t .a  d is t in c tio n  be made between curren t and.non-current 
a s s e ts .
One of the e a r l ie s t  w rite rs  to  d is tin g u ish  between these two 
c lasses o f a sse ts , was Adam Smith, who wrote in  1776. In  regard to  
cu rren t a s s e ts ,  he explained:
"C apital nay be enqployed in  ra is in g , manufacturing, 
o r purchasing goods, and s e l l in g  them again w ith a p r o f i t .
The c a p ita l  employed in  th is  manner y ie ld s  no revenue o r 
p r o f i t  to  i t s  employer, while i t  e i th e r  remains i n  h is  
possession , o r continues in  the same shape. The goods 
of the merchant y ie ld  him no revenue o r p r o f i t  t i l l  he 
s e l l s  them fo r  money, and the money y ie ld s  him as l i t t l e  
t i l l  i t  i s  again exchanged fo r  goods. H is ,c a p ita l i s  con­
t in u a l ly  going from him in  one shape, and ,re tu rn ing  to  
him in  another, and i t  i s  only by means of such c irc u la ­
t io n , o r  successive exchanges, th a t  i t  can y ie ld  him any 
p r o f i t .  Such c a p ita ls , th e re fo re , may very p roperly  be 
ca lle d  c irc u la tin g  c a p ita ls .
Smith thus re fe rred  to  what i s  p resen tly  termed curren t a s s e ts  as 
c irc u la tin g  c a p i ta l .  This c a p ita l  i s  c irc u la tin g  as a  r e s u l t  o f the 
f a c t  th a t the  a sse ts  which make up th is  c la s s if ic a t io n  a re  constantly  
being disposed of and. replaced. These a s se ts  embody a round of
Adam Smith, The. Wealth of. Nations (Modem L ibrary  E d ition  $ 
New Yorks Random House, In c .,  1937), 3P* 262.
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c o n v e rs io n s , from  cash  to  c a sh , th rough  in te rm e d ia te  s ta g e s  o f  merchan­
d is e  and r e c e iv a b le s .  T h is c l a s s i f i c a t i o n  o f  a s s e t s  has s ig n if ic a n c e  
f o r  f in a n c ia l  a n a ly s t s .  I t  i s  th e  most im p o rtan t c l a s s i f i c a t i o n  in  th e  
b a lan ce  s h e e t ,  s in c e  i t  l a r g e ly  dete rm ines th e  im m ediate so lv en cy  o f  a  
b u s in e ss  f i r m .39
Sm ith d isc u sse d  th e  co n cep t o f  f ix e d  a s s e t s  a s  w e ll  a s  t h a t  o f  
c u r r e n t  a s s e t s .  He d isc u sse d  f ix e d  c a p i t a l  a s  fo llo w s :
ttI t  may be employed in  th e  improvement o f  la n d , i n  th e  
pu rchase  o f  u s e f u l  m achines and in s tru m e n ts  o f  t r a d e ,  o r  
i n  su c h lik e  th in g s  a s  y i e ld  a  revenue o r  p r o f i t  w ith o u t 
Changing m a s te rs , o r  c i r c u la t in g  any f u r t h e r .  Such c a p i­
t a l s ,  t h e r e f o r e ,  may v e ry  p ro p e r ly  be c a l le d  f ix e d  c a p i t a l s .  
D i f f e r e n t  o ccu p a tio n s  re q u ire  v e ry  d i f f e r e n t  p ro p o r tio n s  
betw een th e  f ix e d  and  c i r c u la t in g  c a p i ta l s  employed in
them.»hO
F or a cc o u n tin g  p u rp o se s , th e  a c c e p te d  b a s is  o f  a s s e t  c l a s s i f i c a ­
t io n  i s  th e  d i s t i n c t io n  betw een c u r r e n t  and f ix e d ,  o r  n o n -c u r re n t,  i te m s . 
T h is b a s is  f o r  s e p a ra t io n  has f i n a n c ia l  an d  a d m in is t r a t iv e  s ig n if ic a n c e  
and a s  a  r e s u l t  a cc o u n ta n ts  c o n s id e r  i t  more g e n e ra l ly  u s e f u l  th a n  any 
o th e r  a l t e r n a t iv e  s .  ̂  The c u r r e n t  item s a re  th e  r e l a t i v e l y  l iq u i d ,  
s h o r t - l iv e d  re so u rc e s  t h a t  a re  c o n s ta n tly  in  a  p ro c e ss  o f  co n v ersio n  
from  one c u r re n t  item  to  a n o th e r , and thus, r e p re s e n t  an  a c t i v e ,  re v o lv ­
in g  fu n d . The f ix e d  a s s e t s  a r e  r e l a t i v e l y  i l l i q u i d ,  lo n g - l iv e d  
re so u rc e s  n o t r e a d i ly  c o n v e r tib le  in to  cash  d u rin g  th e  norm al o p e ra ­
t io n s  o f  a  b u s in e ss  e n te r p r is e  o r  n o t s u b je c t  to  p e r io d ic  pu rchase  and 
s £ le .
39jioy A. Foulfce, P r a c t i c a l  F in a n c ia l  S ta tem en t A n a ly sis  
(T h ird  E d it io n ;  New York: McGraw-Hill B o o k C o ., 1953), P» 70.
k°Sm ith j Og. Q t . ,  p .  263.
A. P aton  and W. A. Pa to n , J r . ,  C o rp o ra tio n  A ccounts and 
S ta tem en ts (New York: M acm illan C o ., 1955), p .  399.
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The p ra c tic e  of d is tin g u ish in g  between the  concepts o f f ix e d  and 
c u rre n t a s s e ts  in  accounting o rig in a ted , l a t e  in  the  n in e tee n th  o r  e a r ly  
in  th e  tw en tie th  c en tu ry .^2 The f i r s t  American business e n te rp r is e  to  
d iv ide i t s  a s s e ts  in to  a p p ro p ria te  subd iv isions was th e  Pennsylvania 
R ailroad  Company in  1 8 9 1 .^  The change to  the  c la s s i f i c a t io n  o f a s s e ts  
f o r  balance sh ee t purposes was g rad u a l, w ith  the  p ra c t ic e  f a i r l y  w ell 
e s ta b lish e d  by th e  1920*s ,  although some well-known firm s d id  n o t make 
th e  change u n t i l  the  1930®s .
In  a d d itio n  to  th e  two broad c la s s i f ic a t io n s  o f a s s e ts  d iscussed , 
a  th i r d  c la s s i f i c a t io n ,  investm ents, i s  fre q u e n tly  used. Investm ents 
may c o n s is t  o f r e a l  o r  p e rso n a l p ro p erty  which i s  n o t in tended  to  be 
converted in to  cash o r otherw ise disposed o f as a  p a r t  o f normal opera­
tio n s  of the  b u sin ess . The p r in c ip a l  d is t in c t io n  between th e  in v e s t­
ments c la s s i f ic a t io n  and o th er c la s s i f ic a t io n s  i s  the in te n t  o f management 
regard ing  the  use to  which the  various a s s e ts  a re  to  be p u t. I f  the 
a s s e t  J .S -n o t to  be .used  in  normal o p e ra tio n s , o r i s  a n c i l la ry  to  th e  
prim ary purposes, o f f irm  o p e ra tio n , and i s  held  f o r  i t s  own income- 
producing fu n c tio n , i t  can be sa id  to  belong to  the investm ent category .
Monetary o r  Non-monetary C la s s i f ic a t io n .o f A sse ts . In  a d d itio n  
to  the preceding fu n c tio n a l c la s s i f ic a t io n  o f a s s e ts ,  o th e r  methods of 
c la s s i f ic a t io n  have been recommended. One o f th e  o th e r  methods which 
has been freq u e n tly  advocated i s  a  system o f  c la s s i f ic a t io n  based on a
I a
Mary E* Murphy, S e lec ted  Readings in  Accounting and A uditing 
(New Yorkt P re n tic e -H a ll, I n c . ,  1952), p . 309.
k^Roy a . Foulke, P ra c t ic a l  F in an c ia l Statem ent A nalysis 
(New Yorks McGraw-Hill Book Co., 19i*5) ,  p . 175T.
M lb id . ,  p . 178.
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d iv is io n  o f a s s e ts  between th o se  o f a m onetary n a tu re  and th o se  o f a  
non-m onetary n a tu re .  A sse ts  o f a  m onetary n a tu re  c o n s is t  o f cash and 
c la im s to  c a sh , th e  c la im s re p re se n tin g  r ig h ts  to  rec e iv e  reaso n ab ly  
d e f in i te  amounts o f  cash  w ith in  reaso n ab ly  d e f in i te  tim e l i m i t s . ^  
A sse ts  o f a  non-m onetary n a tu re  in c lu d e  a l l  o th e r  p ro p e r ty  o f  th e  f irm , 
and c o n s is t  o f  such item s a s  in v e n to r ie s  and p la n t  and equipm ent.
There a re  s e v e ra l  reasons why t h i s  method o f  c l a s s i f i c a t io n  i s  
advocated  f o r  f in a n c ia l  s ta tem en t p u rp o ses . I t  i s  a rgued  by proponents 
th a t  a f i rm ’s cash  flow  i s  th e  most s ig n i f ic a n t  de te rm inan t o f so lvency . 
The id e a l  in fo rm a tio n  f o r  a f in a n c ia l  a n a ly s t  o r  p ro sp e c tiv e  in v e s to r ,  
i f  t h i s  were t r u e ,  would be a  schedu le  in d ic a t in g  fu tu re  cash  r e c e ip ts  
and d is b u r s e m e n ts .^  T his schedu le  would p rov ide  in fo rm a tio n  on th e  
a v a i l a b i l i t y  o f  cash  to  th e  f irm  a t  fu tu re  d a te s .  I f  one assumes th a t  
cash  flow  more than  any o th e r  v a r ia b le  de term ines th e  a b i l i t y  o f  th e  
f irm  to  pay c r e d i to r s  and re tu rn s  to  in v e s to r s  in  the  f u tu r e ,  a s  p ro ­
ponen ts o f t h i s  method o f  c l a s s i f i c a t io n  do, m onetary a s s e t s  a re  
g e n e ra lly  more c lo s e ly  r e la te d  to  the  i n t e r e s t s  o f a n a ly s ts  th an  non­
m onetary a s s e t s ,  f o r  th e  m onetary item s have a  more d i r e c t  e f f e c t  on the  
cash  p o s i t io n  o f  th e  f irm  because t h e i r  conversion  i s  d i r e c t l y  in to  
c a s h . ^ 7  F u tu re  cash  movement a s s o c ia te d  w ith  th e  m onetary a s s e t s  can 
be more re a d i ly  determ ined th an  th e  cash  movements r e s u l t in g  from  the 
non-m onetary a s s e t s ,  and th e re fo re  i t  i s  contended t h a t  a  more a c c u ra te  
in d ic a t io n  o f  a n t ic ip a te d  cash  flow  can be o b ta in e d  from  th e  a cc o u n ts .
^G eo rg e  J .  S taubus, A Theory o f  A ccounting to  In v e s to rs  
(B erke ley : U n iv e rs ity  o f C a lifo rn ia  P re s s , 1 9 6 1 ) , p. 57.
^ ^ Ib ir i . ,  p . 5 7 . 
k?I b i d . ,  p . 58.
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Due to  the  sm aller degree of u n certa in ty  which e x is ts  in  regard to  
monetary a s se ts  from the standpoin t of p ro jec tin g  cash flow and the  
s ign ificance  of cash flow, i t  i s  argued th a t  an exclusive c la s s i f ic a ­
tio n  fo r  these item s on the balance sheet would provide a more re l ia b le  
in d ic a tio n  of cash a v a i la b i l i ty  than does the cu rren t a s s e t  c l a s s i f i ­
c a tio n , which co n sis ts  of a mixture of monetary item s and non-monetary 
item s.
The monetary o r non-monetary d iv is io n  of a s se ts  overcomes another 
a lleg ed  lim ita tio n  of the c u rren t-p lan t grouping. I t  i s  argued th a t  
the l a t t e r  d isregards the e s s e n t ia l  s im ila r ity  th a t e x is ts  between 
in v en to rie s  o f merchandise and p la n t and equipment, o r  o th e r durable 
a s s e ts .  The various items th a t  make up the non-monetary a s se ts  o f a 
firm  a re  e s s e n tia lly  s im ila r since they a l l  rep resen t fu tu re  costs to 
be charged a g a in s t fu tu re  revenue. Thus, i t  i s  concluded, from an 
accounting standpoint a monetary o r non-monetaiy d is t in c t io n  would be 
more lo g ic a lly  c o rre c t than a c la s s if ic a t io n  which takes in to  considera­
tio n  the  nature of use o r function  of an a s s e t .
Another d is s im ila r ity  between monetary and non-monetary a s se ts  
re s u lts  from the f a c t  th a t  changes in  the value of the monetary u n it  
a f f e c t  these groups d if fe re n tly . The sig n ifican ce  of monetary items 
to  the an a ly st depends upon the value of the monetary u n i t ,  while the 
s ign ificance  o f non-monetary a s s e ts  i s  more dependent upon the amount 
of fu tu re  serv ice p o te n tia l  a v a ilab le  to  the firm  through u t i l i z a t io n  
of the  a s s e t . T h i s  d is t in c tio n  between a sse ts  i s  in p o rtan t in  a dy­
namic economy in  which the value of the monetary u n i t  of measurement
k8Ib id . , p . 58 .
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f l u c tu a t e s .  The f a c t  t h a t  m onetary a s s e t s  w i l l  become le s s  v a lu a b le  in  
r e a l  term s a s  th e  le v e l  o f  p r ic e s  in c r e a s e s ,  w hile  non-m onetary a s s e t s  
w i l l  g e n e ra lly  m ain ta in  t h e i r  v a lu e  i s  considered  by some to  be a s i g ­
n i f i c a n t  d i s t in c t io n  f o r  a n a ly s t s .
E v a lu a tio n  o f C la s s i f ic a t io n  P ro c ed u re s . The advoca tes o f  th e  
m onetary o r  non-m onetaiy system  o f  c l a s s i f i c a t io n  overlook  th e  f a c t  t h a t  
fu n c t io n  more th an  an y th in g  e ls e  dom inates th e  s ig n if ic a n c e  o f  a s s e t s .  
Only i f  a  f irm  fu n c tio n s  p ro p e r ly  w i l l  i t  be s u c c e s s fu l ,  and in  o rd e r  to  
fu n c tio n  p ro p e r ly  i t  must p o ssess  v a r io u s  types o f a s s e ts  in  th e  p ro p er 
p ro p o r t io n s . The main purpose o f  a c q u ir in g  and keeping  a s s e t s  i s  f o r  
th e  u t i l i t y  they  p o ssess  f o r  the  owner, and t h i s  u se fu ln e ss  i s  th e  e l e ­
ment which g iv e s  the a s s e t  v a lu e . The f u n c t io n a l  c l a s s i f i c a t i o n  o f 
a s s e t s  betw een c u rre n t  and p la n t  g iv e s  re c o g n itio n  to  the  b a s ic  s ig ­
n if ic a n c e  o f  a s s e t s .
P la n t  and equipm ent a s s e t s  perform  a r e p e t i t iv e  fu n c t io n  o v e r a 
r e l a t i v e ly  long p e r io d  o f  tim e , w hile  the  c u rre n t  a s s e t s  re p re s e n t  the  
r e l a t i v e ly  s h o r t - l iv e d  re so u rce s  upon which the  s p e c ia l iz e d  s e rv ic e s  
o f p l a n t  and equipm ent a s s e t s  a re  perform ed. The c u r r e n t  a s s e ts  a re  
th e re fo re  n e ce ssa ry  as a means o f  r e a l iz in g  th e  s e rv ic e  p o te n t i a l  em­
b o d ied  in  th e  p la n t  a s s e t s  and th rough  t h i s  p ro c e ss  absorb  u t i l i t y  and 
th e re b y  in c re a s e  i n  v a lu e  and a c c e p ta b i l i ty .  Thus two ty p es  o f a s s e t s ,  
in d ic a t in g  a s  they  do the  b a s ic  d i s t in c t io n  t h a t  e x i s t s  betw een th e  two 
fu n c t io n a l  c l a s s i f i c a t i o n s ,  w orking in  c o n ju n c tio n  w ith  each  o th e r  a re  
e s s e n t i a l  f o r  b u s in e ss  o p e ra tio n  and su c c e ss . C u rren t a s s e t s ,  o r  c i r ­
c u la t in g  c a p i t a l ,  thus f a c i l i t a t e  th e  t ra n s fe re n c e  o r  a b so rp tio n  of 
s e rv ic e  p o te n t i a l  a s  a means o f u t i l i z i n g  p la n t  and equipm ent a s s e t s .
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I t  i s  c le a r  t h a t  bo th  c u rre n t and. p la n t  a s s e t s  a re  req u ire d  f o r  
bu sin ess  o p e ra tio n . The two c la s s i f ic a t io n s ,  o f a s s e ts  must be used in  
con junction  a s  a means o f  u t i l i z i n g  th e  se rv ic e  p o te n t ia l  embodied in  
each. S ince a s s e ts  u t i l i z e d  by a f irm  can be d iv ided  in to  two major 
c a te g o rie s  and s in ce  th ese  c a te g o rie s  a re  m utually  complementary, i t  
seems ad v isab le  f o r  accounting  re p o r ts  .to  g ive re c o g n itio n  to  the  two 
b a s ic  groups—c u rre n t and p la n t .
The a lle g e d  l im ita t io n s  o f th e  fu n c tio n a l c la s s i f i c a t io n  procedure 
can be re fu te d . I f  one assumes th a t  cash flow  re p re se n ts  th e  most 
s a t i s f a c to r y  in fo rm atio n  f o r  an a n a ly s t ,  i t  i s .  n o t n ecessa ry  to  c la s s i f y  
a s s e ts  according to .m onetary  o r  non-monetary in  o rd e r  to  g e t t h i s  i n ­
fo rm ation , s ince  i t  can e a s i ly  be ob tained  from  an a n a ly s is  o f  balance 
sh e e t accoun ts even though they  a re  fu n c tio n a lly  c la s s i f i e d .  Monetary 
o r  non-monetary c la s s i f i c a t io n  procedures do n o t e lim in a te  th e  e f f e c t  
o f p r ic e  le v e l, changes any more than  do f u n c t io n a l . c la s s i f i c a t io n  p ro ­
cedu res . Hence much o f th e  s ig n if ic a n c e  o f th e  argument advanced by 
monetary o r  non-monetary. c la s s i f i c a t io n  proponents th a t  t h i s  procedure 
r e s u l ts  in  th e  . grouping to g e th e r o f  item s which, r e a c t  s im ila r ly  to  
changes in  the  p r ic e  le v e l  i s  l o s t .
A s ig n if ic a n t  d isadvantage in h e re n t in  a  monetary o r  non-monetary 
system  o f  c la s s i f i c a t io n  i s  th a t  th e  in te n t  o f  management o f  the  firm  
i s  n o t g iven  c o n s id e ra tio n  in . f in a n c ia l  p re s e n ta t io n s .  The l im i ta t io n s  
p laced  on management a s  to  th e  use  to. which c e r ta in  m onetary a s s e t s  a re  
to  be d iv e r te d  have s ig n if ic a n c e  f o r  a n a ly s ts  and in v e s to r s .  I f  a  bond 
in d en tu re  re q u ire s  sp e c if ic , p e r io d ic  c o n tr ib u tio n s , in to  a  fund which i s  
r e s t r i c t e d  in  i t s  use to . bond re tire m e n t, management*s freedom of choice
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i s  r e s t r i c t e d  i n  reg a rd  to  th e  use  o f  monetary, a s s e t s  in c lu d ed  in  th e  
fu n d , b u t a  s t r i c t  m onetary o r  non-m onetary system  o f  c l a s s i f i c a t i o n  
w i l l  n o t d is c lo s e  t h i s  f a c t .
S ince econom ists recogn ize  two b a s ic  c a te g o r ie s  o f  c a p i ta l  goods, 
s in c e  th e  in te n t io n  o f  management i s  c ru c ia l  to  fu tu re  perform ance and 
a c t i v i t y  o f  a  b u s in e ss  e n t i t y ,  and  s in c e  th e  concept o f  c u rre n t  a s s e ts  
i s  a cc ep ted  by a n a ly s ts  a s  an in d ic a t io n  o f  so lv en cy , i t  appears  th a t  
th e se  shou ld  be th e  governing d e te rm in an ts  o f  a s s e t  c l a s s i f i c a t io n  
p ro ce d u res . F u n c tio n a l c l a s s i f i c a t io n  does meet th e se  demands o f  ade­
q ua te  f in a n c ia l  re p o r t in g , and th e re fo re  t h i s  method seems more appro­
p r i a t e .
Summary
A sse ts  a re  economic in  n a tu re . They a re  economic reso u rces  which 
re p re s e n t  th e  embodiment o f f u tu re  s e rv ic e  p o t e n t i a l ,  w hich, r a th e r  
th a n  p h y s ic a l  e x is te n c e , im p arts  a s s e t  s t a tu s  to  an  i te m . R egard less 
o f  accoun ting  c l a s s i f i c a t i o n ,  a s s e t s  a re . fundam en ta lly  i d e n t i c a l ,  
s in c e  th ey  re p re s e n t r ig h ts , o f  a  s p e c i f ic  e n t i t y  to  economic b e n e f i t .
One o f  th e  c e n t r a l  problem s in v o lv ed  w ith  a s s e t  re c o g n itio n  i s  th e  
measurement o f fu tu r e  s e rv ic e  p o t e n t i a l  em bodied .in  th e  a s s e t .  A sse t 
item s must be reduced to  d o l la r  amounts i n  o rd e r  to  p rov ide a  means 
o f  g iv in g  e x p re ss io n  to  heterogeneous ta n g ib le  and in ta n g ib le  i te m s .
The essence, o f  th e  problem  i s  to  de te rm ine  i f  c o s t  o r  va lue  should  
se rv e  a s  a  b a s is  f a r  a s s e t  m easurement, and i f  v a lu e  i s  more a p p l i ­
c a b le , which concept o f  v a lu e  i s  most a p p ro p r ia te .
A nother s ig n i f ic a n t  a r e a ,  i n  a d d it io n  to  m easurem ent, w ith  which 
th e  re p o r tin g  o f  f in a n c ia l  d a ta  p e r ta in in g  to  a s s e t s  i s  concerned i s  
th e  a p p ro p r ia te  c l a s s i f i c a t io n  o f  a s s e t s .  C la s s i f ic a t io n  r e f e r s  to  th e
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method o f grouping a s s e ts  according to  th e  c h a ra c te r is t ic s  of th e  item s 
involved. Functional c la s s if ic a t io n , has been g en era lly  accep ted  as a 
means of g iv ing  adequate expression  to  the  c h a ra c te r is t ic s  o f various 
a s s e t s ,  having developed a s  a  response to  c re d i t  n e c e s s it ie s  and a lso  
as a  means o f g iv ing  expression  to  the concepts o f c irc u la t in g  and f ix e d  
c a p i ta l .  The d is t in c t io n  between cu rren t and f ix e d  a s s e ts  i s  one based 
on the  fu n c tio n  performed by the  a s s e t .  I t  i s  no t re la te d  to  the  economic 
n a tu re  of a s s e t s ,  s in c e , a s  in d ic a te d .e a r l ie r ,  the  basic  na tu re  o f a l l  
a s s e ts —serv ice  p o te n t ia l—i s  s im ila r .
CHAPTER I I I  
THE NATURE AND DEFINITION OF LIABILITIES
In tro d u c tio n
The concept o f  l i a b i l i t i e s  has r e c e n t ly  been th e  s u b je c t  o f  a 
c o n s id e ra b le  amount o f d isc u ss io n  and d e b a te . The d is c u s s io n  th a t  has 
o ccu rred  has been concerned  w ith  th e  p ro p er a c c o u n tin g -re p o r t p re s e n ta ­
t io n  o f  such l i a b i l i t y  item s a s  d e fe r re d  income ta x e s ,  em ployer- 
f in an c ed  pension, p la n s ,  le a se h o ld  o b l ig a t io n s ,,  and s im ila r  i te m s , th e  
l i a b i l i t y  s ta tu s  and amount o f  w hich a re  s u b je c t  to  some c o n tro v e rsy .
I n  th e  case  o f  d e fe r re d  ta x e s , f o r  exam ple, i t  cannot be ag reed  i f  a  
l i a b i l i t y  a c tu a l ly  e x i s t s ,  and in  cases i n  w hich i t  i s  assumed to. e x i s t ,  
some q u e s tio n  a r i s e s  i n  reg a rd  to  th e  a c c e p ta b le  manner o f  d is c lo s u re  
o f  th e  f a c t .
There a re  in h e re n t  weaknesses i n  p re s e n t  d e f in i t io n s  o f  th e  term  
l i a b i l i t y ,  f o r  i f  v a r io u s  d e f in i t io n s  a re  compared, d iv e rg e n t mean­
in g s  em erge, in d ic a t in g  th e  f a c t  t h a t  th e  concept i s  n e i th e r  sim ple 
no r w e ll  understood.^- In  view o f  th e  d iv e r s i ty  o f  meanings a s s o c ia te d  
w ith  th e  te rm , a  more p re c is e  d e f in i t io n  i s  re q u ire d  due to  th e  growth 
o f  s i tu a t io n s  in  which s u b s ta n t ia l  fu tu r e  o b l ig a t io n s  assume g r e a te r  
s ig n if ic a n c e  i n  th e  a n a ly s is  o f f in a n c ia l .p o s i t i o n  o f th e  f i rm .
M a u ric e  M oonitz, "The Changing C oncepts o f  L i a b i l i t i e s ,*  
Jo u rn a l o f  A ccountancy, CIX (May, I9 6 0 ) , 1*2.
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The Concept o f L ia b i l i t ie s  Under the P ro p rie ta ry  and E n tity  Theories 
One's concept o f l i a b i l i t i e s  w i l l  be determ ined, o r  otherw ise in ­
fluenced  to  some e x te n t, by the  p a r t ic u la r  school o f thought to  which 
he su b sc rib es  concerning the  b a s is  f o r  th e  framework o f accounting 
theo ry  a s  i t  a p p lie s  to  the  firm * There a re  two s ig n if ic a n t  schools o f 
thought which serve as an in te g ra tin g  framework fo r  accounting theo ry , 
both o f which have gained reco g n itio n  and have been ap p lied  in  accounting 
p ra c t ic e .  The o ld e s t of these  th e o r ie s , known a s  the p ro p r ie ta ry  th eo ry , 
da ting  from the beginning of th e  n in e teen th  cen tu ry , i s  the  f i r s t  s t ru c ­
tu re  th a t  i s  now recognized a s  a  th e o re t ic a l  foundation  fo r  accounting
2
and i s  thus the o r ig in a l  b a s is  f o r  accounting methodology.
I t  i s  agreed  th a t  nothing worthy o f the name theory  e x is te d  in  
accounting p r io r  to  1800. P e rag e llo , f o r  example, w r ite s :  BNo theory
o f accounting was devised,•♦down to  the  opening o f the  n in e teen th  cen­
tu ry . Suggestions o f theo ry  a p p e a r , . ,b u t  n o t to  the  e x te n t necessary  
to  p lace accountancy on a system atic  b a s i s . , .*  There grew up in s tea d  a 
g re a t mass o f ru le s  a p p licab le  to  p a r t ic u la r  c a s e s . L i t t l e t o n  p re sen ts  
f a c ts  c o n s is te n t w ith th i s  when he s t a t e s , t h a t  ” . . . d isc u ss io n s ...w h ic h  
went beyond the  customary exp lanations of e n tr ie s . . .w e re ,  even in  the 
n in e teen th  cen tu ry , the exception  r a th e r  than the  r u le .  There was a  
d is in c l in a t io n  on the  p a r t  o f w r ite rs  to  p u t 'th e o ry ' i n  t h e i r  b o o k s .. . .  
Yet th e re  were a few who began to  break away from the p a tte m ..< ,.* ^
2
V a tte r , The Fund Theory o f Accounting, Op. C i t . , p . 2 .
^E. A. P eragello , Origin  and Evolution, o f Double-Entry Bookkeeping 
(New York: American In stitu te  Publishing Co., 193&), p . 92.
^A. C. L it t le to n ,  Accounting Evolution to  1900 (New York:
American I n s t i tu t e  Publish ing  Co., 1933), p . 1657
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This break  from  th e  o ld  p a t te rn  o f  p re sen tin g  bookkeeping technique 
r e s u l te d  in  th e  development o f a  body o f accounting  th e o ry  which i s  
now known a s  the  p ro p r ie ta ry  th eo ry  o f  acco u n tin g .
The second o f  th e se  fundam ental th e o r ie s  i s  c a l le d  th e  e n t i ty  th eo ry . 
I t  i s  o f more re c e n t o r ig in ,  n o t having ach ieved  i t s  f u l l  s ta tu r e  a s  a 
d e s c r ip t io n  o f  th e  n a tu re  o f  d o u b le -en try  bookkeeping u n t i l  a f t e r  1900 , 
w ith  many o f th e  refinem en ts o f  th e  e a r ly  id e a s  being  added a f t e r  th e  
tu rn  o f  th e  c e n tu ry .^  The e n t i t y  th eo ry  th u s  developed and ach ieved  
accep tance during  the  1900’s and , w ith  i t s  f u l l  m a tu r ity , became the  
more u s e fu l  concept o f  th e  tw o.^
The P ro p r ie ta ry  Theory. The p ro p r ie ta ry  concept conceives o f  the  
f irm , e i th e r  p ro p r ie to r s h ip ,  p a r tn e r s h ip , o r  c o rp o ra tio n , a s  an a s s o c i­
a t io n  o f en trepreneurs."^  The p ro p r ie to r  o f  th e  firm  i s  th u s  th e  m ost
l
s ig n i f ic a n t  f ig u re  o f th e  b a s ic  th e o r e t ic a l  framework, and h is  account 
i s  ex p la in ed  by assuming th a t  the  accoun ting  p ro cess  re p re s e n ts  an
O
accoun ting  by th e  p ro p r ie to r  f o r  h is  own- p roperty*  A ccounting reco rd s 
and s ta tem en ts  a re  p repared  and p resen ted  from the. s ta n d p o in t o f the  
p ro p r ie to r  o f the b u s in e ss  f irm , w ith  e sp h a s is  d ire c te d  a t  th e  m easure­
ment and a n a ly s is  o f changes in  h is  c a p i t a l ,  o r  n e t  w orth . Under th is  
concept o f  accoun ting , a s s e t s  a re  p ro p e r ty  o f th e  e n tre p re n e u r , and 
l i a b i l i t i e s  a re  h is  d e b ts .
'’i b i d . ,  p . 200 .
^C harles T . Hom gren, "Stock D ividends and th e  E n ti ty  T heory ,”
The Accounting Review, XXXII (1957 ), 379.
7
‘David H. L i, "The N ature o f  C orporate R esidual E q u ity  Under the  
E n ti ty  C oncept,” - The A ccounting Review, XXXV (I9 6 0 ) , 2£8.
o
Gilman, Op. C i t . ,  p . 1*8.
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For the  p ro p r ie ta ry  th e o r i s t ,  the  p ro p r ie to r  i s  the  in d iv id u a l f o r  
whom f in a n c ia l  re p o rts  a re  p repared , w ith  th e  concepts o f a s s e ts ,  l i a b i l i ­
t i e s ,  and n e t worth being personal in  n a tu re , since  the  p ro p r ie to r  i s  
viewed as the  c e n tra l  f ig u re  around whom the accounting process revo lves. 
The p ro p rie ta ry  view can be given expression  as fo llow s: " . . . t h e  r ig h t
side  o f the  balance sh ee t is....com posed o f claim s a g a in s t . . . th e  l e f t  
s id e . ' I s  i t  no t then t r u e . . . t h a t  th e  r ig h t  s ide  i s  e n t i r e ly  composed 
of l i a b i l i t i e s ? 1 The answer to  th is  i s  th a t  the  r ig h ts  o f o th e rs , o r  
the  l i a b i l i t i e s ,  d i f f e r  m a te r ia lly  from the r ig h ts  o f the  p rop rie to r.® ^
The E n tity  Theory. Due to  the  general d is s a t is f a c t io n  re s u ltin g  
from th e  inapp rop ria teness o f the  p ro p rie ta ry  theory  as a  b a s is  fo r  the  
accounting framework, the  e n t i ty  theo ry  developed. The essence of the  
e n t i ty  theory  i s  given expression as fo llow s: **.. . t h e  b u siness under­
tak in g  i s  g en era lly  conceived of as an in s t i tu t io n  in  i t s  own r ig h t ,  
separa te  and d i s t in c t  from the p a r t i e s  who fu rn ish  th e  funds. The 
accounts o f th e  firm  and th e  sta tem ents t h a t  a r e  rendered thus become 
those  o f th e  e n t i ty  r a th e r  than those  o f the p ro p r ie to r , p a r tn e rs , o r  
s tockho lders. Under th e  e n t i ty  concept of accounting , the  p ro p r ie to r  
regards him self a s an  in d iv id u a l separate-from  th e  b u s in e ss , even though 
he may be very c lo se ly  a sso c ia te d  w ith  e n te rp r is e  o p e ra tio n s . The 
a s s e ts  and the  debts involved in  th e  accounting records a re .th o se  of 
the  e n t i ty  ra th e r  than those of th e  p ro p r ie to r  o r p a rtn e rs .. In  th is  
s i tu a t io n ,  the  e n t i ty  accounts f o r ,  o r  rep o rts , stew ardsh ip , of: in v e s t­
ments en tru s te d  to  i t*  The accounting e n t i ty  convention thus a t t r ib u te s
^Sprague, Og. C i t . ,  p . U6 .
*°Paton and L it t le to n ,  Og. C i t . ,  p . 8 .
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p e rs o n a l i ty  to  the  e n t i t y  i t s e l f  r a th e r  than  to  th e  p r o p r ie to r , as i s  th e  
case  in  th e  p ro p r ie ta ry  th e o ry .
A ccounting under the  e n t i t y  view i s  concerned w ith  re p o r tin g  t r a n s ­
a c tio n s  betw een the e n t i t y  and a l l  o u ts id e  p a r t i e s ,  w ith  a l l  p ro p e rty  
recorded  co n sid ered  to  be c o n tr ib u te d  to  th e  e n t i t y  by in d iv id u a ls  from  
o u ts id e  i t s  bo u n d aries . The d i s t in c t io n  between th e  e n t i t y  and p ro ­
p r i e t a r y  v iew po in ts thus p rov ides d i f f e r e n t  concepts o f  c a p i t a l .  As 
in d ic a te d  e a r l i e r ,  c a p i ta l  under the  p ro p r ie ta ry  theo ry  re p re se n ts  th e  
p r o p r i e t o r s  investm ent i n  the  f irm  and i s  th e re fo re  measured as th e  
d if fe re n c e  between t o t a l  a s s e t s  and t o t a l  deb ts o f the  f irm . Under the  
e n t i t y  th e o ry , c a p i ta l  i s  re p re se n te d  by th e  t o t a l  p ro p e rty  o f th e  f i rm , 
re g a rd le s s  o f th e  source from  which i t  i s  d e riv ed , and hence in c lu d es  
c o n tr ib u tio n s  in  the  form  of loans from  c r e d i to r s  as w e ll as investm en ts 
from  p ro p r ie ta ry  so u rces .
P ro p r ie ta ry  and E n ti ty  Views o f  L i a b i l i t i e s . S im ila r  concepts o f 
l i a b i l i t i e s  w i l l  n o t be v is u a liz e d  by p ro p r ie ta ry  and e n t i t y  t h e o r i s t s ,  
due to  the  d if fe re n c e s  i n  v iew poin ts t h a t  e x i s t .  The p ro p r ie ta ry  
t h e o r i s t  w i l l  tak e  a p e rso n a l view o f  l i a b i l i t i e s ,  th in k in g  o f  thou in  
term s of h is  p e rso n a l o b lig a tio n s  o r  deb ts which tak e  p r i o r i t y  over 
amounts he has in v e s te d  in  th e  f irm . This embodies a  le g a l  view , which 
ho ld s th a t  some claim s rank  h ig h e r  th an  o th e rs  i n  reg a rd  to  o rd e r  of 
l iq u id a t io n .
The e n t i t y  th e o r i s t s  w i l l  make no s ig n i f ic a n t  d i s t in c t io n  between
common o r  p re fe r r e d  sh a re h o ld e rs , bondho lders , o r  h o ld ers  o f  o th e r  o b l i -
11g a t i o n s ^  s in c e  a l l  re p re s e n t  sou rces o f c a p i t a l  to  th e  e n t i t y  and
^ R .  T. Sprouse, nThe S ig n if ic a n c e  o f  th e  Concept o f th e  Corpora­
t io n  in  Accounting A n a ly s is ,"  The Accounting Review, XXXII (1957), 370.
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th e re fo re  are  e q u it ie s  o r claim s ag a in st the  a s se ts  of the  firm . In  
th is  s i tu a tio n  the  firm  i s  considered an  in s t i tu t io n  in  i t s  own r ig h t ,  
possessing the r ig h t  to  a c t  as a  competent p a rty  to  con trac t w ith c a p i ta l -  
supplying p a r t ie s  as a means o f obtaining the  required  c a p i t a l , w i t h  
the  firm  agreeing to be responsib le  to the  c a p ita l supp lie rs  in  accord­
ance w ith the terms o f the con trac ts .
The supplying o f c a p ita l  by the p a r t ie s  w ith  whom the firm  con­
t r a c ts  r e s u lts  in  th e i r  obtain ing  a claim , o r leg a l r ig h t ,  in  exchange 
fo r  th e i r  f in a n c ia l  conmitment. Faton and L it t le to n  express the view 
th a t  those "who con tribu ted  c a p ita l  have a claim a g a in s t the a s se ts  
according to  th e i r  c o n t r a c t s , . . , " ^  while L i’s view holds th a t  " . . . the 
im parting of c a p i ta l  r e s u l ts  in  a c la im .. .a g a in s t the corporation  
according to  c o n tra c ts ." ^ 1 This seems to  be an in s ig n if ic a n t  d iffe ren ce , 
since presumably Paton and L it t le to n  a re  looking a t  the economic r e a l i ­
t ie s  o f the firm . In  a d d itio n , a ’’claim  a g a in s t a s s e ts ” i s  appropria te  
in  the case of unincorporated e n t i t ie s  where no le g a l e n t i ty  e x is ts  bu t 
where the concept of the  accounting e n t i ty  i s  a p p licab le . The p e r t i ­
nent po in t of the d iscussion  i s  the f a c t  th a t  a l l  c a p i ta l  su p p lie rs  
have claims ag a in st to ta l  e n te rp rise  value based on the  terms of th e i r  
co n tra c ts , in d ica tin g  there  i s  no e s s e n tia l  d ifference  between any 
sources of c a p i ta l  except as the sp e c if ic  le g a l claims of supp liers  
d i f f e r .
12I i ,  0£ . (& t., p . 259 .
^ P a to n  and L it t le to n , Ojd. C i t . ,  p . 8 . 
% i ,  Og. C i t . ,  p . 259.
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The Accounting Concept o f  l i a b i l i t i e s
As in d ic a te d ,  a l l  c a p i ta l  c o n tr ib u te d  to  an accoun ting  e n t i ty  i s  
s im ila r ,  re g a rd le s s  o f  th e  source from  which i t  i s  d e riv e d , and a l l  
re p re se n ts  c laim s a g a in s t  th e  a s s e t s  o f the  e n t i t y ,  w ithou t re s p e c t  to  
th e  le g a l  s t a tu s  o r  c l a s s i f i c a t io n  o f  th e  c la im s. Y et, accoun ting  must 
fu n c tio n  w ith in  th e  l e g a l  framework o f  th e  economic system , and a s  a 
r e s u l t  a p p ro p r ia te  re c o g n itio n  must be given to  th e  le g a l  im p lic a tio n s  
i n  accordance w ith  th e  terras o f  agreem ents made f o r  th e  purpose o f 
supply ing  c a p i t a l .  As a  consequence o f  t h i s  f a c t ,  accoun ting  re p o r ts  
and g e n e ra lly  accep ted  p r a c t ic e s  a re  in f lu e n c e d  to  a s ig n i f ic a n t  e x te n t  
by th e  a p p lic a b le  le g a l  c o n c e p ts .^  I t  i s  n e e e ssa ry , th e r e f o re ,  to  
co n sid er th e  s ta tu s  o f th e  law a s  i t  p e r ta in s  to  accoun ting  p rocedures 
in  th e  e v a lu a tio n  and d isc u ss io n  o f th o se  p ro ced u res . T his i s  espe­
c i a l l y  a p p ro p r ia te  in . th e  case  o f  l i a b i l i t i e s ,  since, th ey  a re  dependent 
to  a  g re a t  e x te n t  on le g a l  im p lic a tio n s . T h e re fo re , th e  le g a l  view 
must be g iven  c o n s id e ra tio n  in  a r r iv in g  a t  an a c c ep tab le  and adequate 
d e f in i t io n  o f th e  terra  l i a b i l i t y  f o r  accoun ting  pu rposes.
E a rly  accoun ting  w r i te r s  were w e ll  aware o f  th e  im portance o f le g a l  
t e c h n ic a l i t i e s  a s  th ey  a f f e c te d  acc o u n tin g , and a s  a  r e s u l t  e a r ly  d e f i ­
n i t io n s  o f  the  term  were l e g a l i s t i c  i n  n a tu re . These d e f in i t io n s  were 
g e n e ra lly  based  s t r i c t l y  on th e  d e b to r - c re d i to r  r e la t io n s h ip  a s  e s ta b ­
l is h e d  by law . B ryant and S t r a t to n ,  w rit in g  in  1869 f o r  example, d e fin e  
l i a b i l i t i e s  a s  " . . . a n y  d eb t owed by  th e  f i r m . " ^  Debt i s  u sed  e x c lu s iv e ­
ly  in  th e  p u b lic a t io n  to  r e f e r  to  le g a l  o b l ig a t io n s  to  t h i r d  p a r t i e s .
^ R o b e r t  T. Sprouse, "L egal Concepts o f th e  C o rp o ra tio n ,"  The 
A ccounting Review, XXXIII (1958 ), 37 •
^ H .  B. B ryant and H. D. S t r a t to n ,  Countinghouse Bookkeeping 
(New York: Iv e rso n , PhLnney, Blakeraan and C o.,  1&69),  p* l iu
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C urrent d e f in i t io n s ,  a lthough  s ig n i f ic a n t ly  in flu en ced  by th e  le g a l  
concept o f l i a b i l i t i e s  a s  d e b ts , a re  b roader in  n a tu re  and th u s  n o t r e ­
s t r i c t e d  to  only  th e  le g a l  im p lic a tio n s . The d e f in i t io n  given by the  
American I n s t i tu t e  o f C e r t i f ie d  P ublic  Accountants b rin g s  out t h i s  f a c t .  
I t  d e fin es  the  term  l i a b i l i t y  a s  fo llow s:
MSomething rep resen ted  by a c re d i t  balance th a t  i s  o r 
would be p ro p erly  c a rr ie d  forw ard upon a c lo s in g  o f books 
o f account accord ing  to  th e  ru le s  o r p r in c ip le s  of account­
in g , prov ided  such c re d i t  balance i s  n o t in  e f f e c t  a  nega­
t iv e  balance ap p lica b le  to  an a s s e t .  Thus th e  word i s  used 
broad ly  to  comprise n o t only  item s which c o n s t i tu te  l i a b i l i ­
t i e s  in  th e  popular sense o f  deb ts o r  o b lig a tio n s  (in c lu d in g  
p ro v is io n  f o r  those  th a t  a re  u n a sc e r ta in e d ) , b u t a lso  c r e d i t  
ba lances to  be accounted fo r  which do n o t involve the  d eb to r-  
c re d i to r  r e la t io n .  For example, c a p i ta l  stock  o r  r e la te d  o r 
s im ila r  elem ents o f p ro p r ie to rsh ip  a re  balance sh e e t l i a b i l i ­
t i e s  in  th a t  they  rep re se n t ba lances to  be accounted f o r ,  
though th ese  a re  n o t l i a b i l i t i e s  in  th e  o rd in ary  sense o f 
debts owed to  le g a l  c r e d i to r s ."17
This d e f in i t io n  has se rio u s  d e f ic ie n c ie s . F i r s t ,  i t  i s  inadequate 
because i t  d e fin e s  l i a b i l i t y  in  term s o f an accounting  p rocedure . The 
n a tu re  o f the  item  i t s e l f  should be th e  c o n tro llin g  f a c to r  in  determ ining 
i f  a  l i a b i l i t y  e x is t s ,  r a th e r  than  i t s  ex is ten ce  being  dependent upon a 
method o f keeping reco rd s . Furtherm ore, th i s  d e f in i t io n  has no meaning 
f o r  one who i s  n o t fa m ilia r  w ith  record-keeping  tech n iq u es , s in ce  he can 
n o t comprehend the  meaning o f  a c c r e d i t  balance th a t  i s  o r  would be 
p ro p erly  c a r r ie d  forw ard  upon a c lo s in g  of th e  books o f  account accord ing  
to  th e  ru le s  o r p r in c ip le s  o f accounting.'*  A s a t is f a c to r y  d e f in i t io n  
must answer the  q u estio n : What k inds of item s a re  p ro p erly  c a r r ie d  f o r ­
ward upon a c lo sin g  o f books? The d e f in i t io n  quoted does n o t answer 
t h i s  qu estio n  in  a  manner th a t  i s  s u f f ic ie n t ly  d e f in i t iv e  to  perm it 
accoun tan ts to  ag ree  on a l l  s p e c if ic  item s.
^ Accounting Terminology B u lle tin  No. 1, .Op. C i t . ,  p . 13.
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F in a lly , some confusion may r e s u l t  from the f a c t  th a t  nc a p i ta l  s tock  
and r e la te d  o r  s im ila r  elem ents o f p ro p r ie to rsh ip  a re  balance sh e e t l i ­
a b i l i t i e s  s in ce  th i s  i s  no t c o n s is te n t w ith  the  popu lar n o tio n  and 
c u rre n t usage which hold l i a b i l i t i e s  to  be synonymous w ith  deb ts  and 
e q u it ie s  to  in c lu d e  bo th  deb t and p ro p r ie to rsh ip  item s. I t  i s  t ru e  t h a t  
from th e  s tan d p o in t o f th e  f irm  under th e  e n t i ty  th eo ry  th e re  i s  no 
e s s e n t ia l  d i s t in c t io n  between p ro p r ie ta ry  and l i a b i l i t y  i te m s , s ince  bo th  
re p re se n t c la im s, o r  e q u i t ie s ,  a g a in s t the  a s s e ts .  However, from  a 
sta tem en t a n a ly s is  s ta n d p o in t, th e re  i s  a  s ig n i f ic a n t  d if fe re n c e  between 
th e  two, s in ce  l i a b i l i t i e s  a re  u su a lly  c o n tra c tu a l and te rm in ab le , c a l l ­
ing  f o r  payment o r  re tire m e n t on d e f in i te  d a t e s . P a t o n  f u r th e r  s t a te s  
th a t  the  combining o f e q u i t ie s  and l i a b i l i t i e s  i s  u n fo r tu n a te , t h a t  in  
o rd e r to  avo id  confusion “ . . .p ro p r ie to rsh ip  and l i a b i l i t i e s  should  be 
though t o f a s  two im portan t su b c lasses  under the  fundam ental ca teg o ry , 
e q u it ie s  , n^
The Committee on Concepts and S tandards o f th e  American Accounting 
A sso c ia tio n  d e fin e s  l i a b i l i t i e s  as fo llo w s: "The in te r e s t s  o r  e q u it ie s
o f  c re d i to r s  ( l i a b i l i t i e s )  a re  claim s a g a in s t  the  e n t i t y  a r is in g  from 
p a s t  a c t i v i t i e s  o r  even ts which, in  th e  u su a l c a se , re q u ire  f o r  t h e i r  
s a t i s f a c t io n  th e  expend itu re  o f co rp o ra te  r e s o u r c e s ."^0  This d e f in i t io n  
does no t give a  r ig o ro u s d e f in i t io n  o f  th e  term , b u t i t  does provide one 
which i s  b a s ic a l ly  l e g a l i s t i c  in  n a tu re . I t  a s s o c ia te s  l i a b i l i t i e s  w ith
A*. P aton , Accounting (New York: The Macmillan Co*, 1926),
p . 32.
19Ib id » , p* 33.
^A ccoun ting  and R eporting  S tandards f o r  Corporate F in a n c ia l 
S ta tem en ts, Op. C i t . , p . 7 .
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c re d ito rs , and the determ ination of the  d eb to r-e red ito r re la tio n sh ip  i s  
a  m atter o f leg a l in te rp re ta tio n .
Kohler defines l i a b i l i t y  as:
"An amount owing by one person (a debtor) to  another 
(a c re d ito r ) ,  payable in  money o r in  goods o r se rv ices: 
the consequence of an a s se t o r serv ice  received o r a  lo s s  
incurred ; p a r t ic u la r ly , any debt (a) due o r p a s t due (cu r­
ren t l i a b i l i t y ) ,  (b) due a t  a  spec ified  time in  the fu tu re  
( e .g . ,  funded debt, accrued l i a b i l i t y ) ,  o r  (c) due only on 
fa i lu re  to  perform a fu tu re  a c t  (deferred  income, con tin ­
gent l i a b i l i ty )
The le g a l a t t i tu d e  toward the  term l i a b i l i t y  can be summarized as 
"am enability , o r re sp o n s ib ility  to  law ,” while " in  a r e s t r ic te d  sense 
l i a b i l i t y  i s  th a t  which one i s  under o b liga tion  to  pay to  ano ther, th a t  
fo r  which one i s  responsible o r l ia b le ;  th a t  which one i s  under ob liga­
tio n  to  pay, o r fo r  which one i s  l ia b le ;  one’s pecuniary o b lig a tio n s ,
22o r  debts c o lle c tiv e ly ."  The term  in  i t s  u n re s tr ic te d  sense i s  broader 
than the word deb t,2^ while in  i t s  r e s tr ic te d  sense i s  s im ila r  in  mean­
ing to  deb t, which i s  defined as " . . . a n  o b liga tion  to  pay a fix ed  sum of 
money on a d e fin ite  determinable d a te ." ^
A review and comparison of the d e fin itio n s  quoted reveal the f a c t  
th a t  a s the terra i s  cu rren tly  used in  an accounting frame of re fe ren ce , 
i t  i s  b a s ic a lly  le g a l in  na ture .
Even though i t  can be determined th a t  debts w il l  q u a lify  as l i a b i l i ­
t i e s  in  f in a n c ia l statem ents, another question remains unanswered. This
21
A D ictionary fo r  Accountants, 0£. C i t . ,  p . 291.
on
“ Maonitz, "The Changing Concept of L ia b i l i t ie s ,"  0^. C i t . ,  p . U3 .
2^Black’s Law D ictionary (Fourth E dition ; S t .  Paul: West 
Publishing Co., 19517, p7 10^9.
2h
George S . H il ls ,  The Law of Accounting and F inancial S ta te ­
ments (Boston: L i t t le  Brown and Co., 1957), p . 1197
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q u e s tio n  i s  concerned w ith  th e  problem  o f  rec o g n iz in g  a  l i a b i l i t y  f o r  
acc o u n tin g  p u rp o ses  when a  d e b t ,  a s  a  l e g a l  c o n cep t, a c tu a l ly  does n o t 
e x i s t .  A ccounting i s  r e p le te  w ith  exam ples o f item s o f  t h i s  ty p e  which 
may o r  may n o t be acco u n tin g  l i a b i l i t i e s  and  a t  th e  same tim e nay  o r  may 
n o t be d e b ts .  Examples in c lu d e  such d iv e rs e  item s a s  d e fe r re d  income 
ta x e s ,  le a s e h o ld  o b l ig a t io n s ,  premium o r  d isc o u n t a r i s in g  from  th e  i s s u ­
ance  o f  lo n g -te rm  d e b t, and  o th e r s .  The d e f in i t io n s  quo ted  above a c c e p t 
d e b ts  a s  a cc o u n tin g  l i a b i l i t i e s , ,  b u t  do n o t in d ic a te  where th e  l im i t s  
sh o u ld  be e s ta b l is h e d  f o r  ite m s  th a t  go beyond, o r  a r e  o u ts id e  th e  
p a ra m e te rs , o f  th e  l e g a l  concep t o f  d e b t. An ad eq u a te  d e f in i t i o n  o f  
th e  term  l i a b i l i t y  shou ld  e s t a b l i s h  th e s e  b o u n d a rie s . B efore  th e  r e ­
q u ire d  l im i t s  o f  l i a b i l i t y -  r e c o g n i t io n  can  be e s t a b l i s h e d ,  i t  i s  n eces­
s a ry  to  a n a ly se  th e  p r e s e n t  concep t o f  l i a b i l i t i e s  i n  g r e a te r  d e t a i l  to  
d e te rm in e  i f  i t  i s  ad eq u a te  and a t  th e  same tim e de term ine  i f  any  r e ­
s ta te m e n t o f  th e  b a s ic  concep t i s  r e q u ire d .
C h a r a c te r i s t i c s  o f  an  A ccounting l i a b i l i t y . As in d ic a te d  p re v io u s ly , 
l i a b i l i t i e s  a re  c u r r e n t ly  c o n s id e re d  to  be p r im a r i ly  l e g a l  i n  n a tu r e ,  and 
c o n seq u e n tly  t h e i r  e x is te n c e  i s  more dependent upon le g a l  c o n s id e ra tio n s  
th a n  on p h y s ic a l  o r  econom ic c o n s id e ra t io n s .  There a re  th r e e  e s s e n t i a l  
c h a r a c t e r i s t i c s  a  l i a b i l i t y  a s  c u r r e n t ly  d e fin e d .m u s t p o s s e s s .  They a re  
a s  fo llo w s :
(1 ) A l i a b i l i t y  in v o lv e s  a  f u tu r e  o u t la y .
(2 ) A l i a b i l i t y  i s  th e  r e s u l t  o f  a  p a s t  t r a n s a c t io n .
(3 ) A l i a b i l i t y  must have a  known o r  re a so n a b ly  d e te rm in a b le  
m a tu r ity  d a te  and  m a tu r i ty  v a lu e .25
^ S p ro u s e  and M oonitz, Op. C i t . ,  p .  3 7 .
The fu tu re  ou tlay  required  can take the form of e ith e r  cash o r cash 
equivalen t. L ia b il i t ie s  are  generally  s a t is f ie d  by the payment of cash, 
but s itu a tio n s  in  which an outlay  of o th er assets, o r the performance of 
se rv ices are  su ff ic ie n t are  a lso  eviden t. Claims against the business 
e n t i ty ,  representing  l i a b i l i t i e s ,  may consist of performance o b lig a tio n s , 
as in  the case of product guarantees o r co llec tio n s received in  advance 
o f product de livery  o r service performance. Settlem ent of these ob liga­
tio n s  w il l  requ ire  the tra n s fe r  of a s se ts  o ther than cash, but y e t they do 
come w ithin the  generally  accepted l i a b i l i t y  concept.
L ia b i l i t ie s  re s u lt  from past tran sac tio n s , which i s  to  say th a t they 
a r is e  as a consequence of f in a n c ia l  events which a f fe c t  th e  accounts of 
the firm  and thereby require  recognition  in  the  accounts. These tra n s ­
ac tions are  exchanges which occur between the e n ti ty  and outside p a r t ie s .  
L ia b i l i t ie s  are generally  recognized only in  s itu a tio n s  in  which tran sac ­
tio n s  occur under terms of executory co n trac ts . Wholly uncompleted con­
t r a c ts  generally  do not ju s t i f y  l i a b i l i t y  recogn ition . They represen t 
fu tu re  tran sac tions and thereby may require  fu tu re  l i a b i l i t y  recognition , 
but u n t i l  contracts become executory they are  expectancies ra th e r  than 
f a c t ,  likew ise, executed con tracts require  no l i a b i l i t y  recognition 
since no ob ligations remain to be f u l f i l l e d  under the terms of the agree­
ment.
The f in a l  c h a ra c te r is tic  of l i a b i l i t i e s  re fe rs  to  the f a c t  th a t  they
must possess reasonably determinable m aturity  dates and m aturity  values.
Paton s ta te s  th a t  l i a b i l i t i e s  n.* * ca ll fo r  payment or. retirem ent on 
26d e fin ite  d a tes , 11 but there  a re  instances in  which d e fin ite  m aturity
36Accounting, Op. C it . , p . 32 .
d a te s  do n o t  e x i s t  b u t  y e t  l i a b i l i t i e s  a r e  re c o g n ise d . As a  r e s u l t  o f  
t h i s  f a c t  i t  seems more a p p ro p r ia te  to  c o n s id e r  a  d e te rm in ab le  r a th e r  
th a n  d e f i n i t e  m a tu r i ty  d a te  a s  one o f  th e  e s s e n t i a l  c h a r a c t e r i s t i c s .
S tock  b rokers*  lo a n s  covering  d e b ts  r e s u l t i n g  from  m arg in  p u rc h a se s  a re  
rec o g n ize d  a s  l i a b i l i t i e s  and do e x i s t  a s  d e b ts ,  b u t no d e f i n i t e  m atu­
r i t y  d a te  i s  s t a t e d .  These o b l ig a t io n s *  how ever, do have a  d e te rm in ab le  
m a tu r i ty  d a te  s in c e  th e y  a re  dependent upon th e  developm ent o f  a  s p e c i f i c  
e v e n t. l ik e w is e , th e  m a tu r ity  v a lu e  o f  a  l i a b i l i t y  need  n o t be d e f i ­
n i t e l y  d e te rm in a b le , b u t must be d e te rm in ab le  w ith  a  re a so n a b le  o r  
a c c e p ta b le  degree o f  a c c u ra c y . The Committee on A ccounting  P rocedure  
o f  th e  Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b lic  A ccoun tan ts e s ta b l is h e d  
t h i s  f a c t  i n  a  s p e c i f i c  s i t u a t i o n  a s  i t  p e r t a in s  to  e s tim a te d  l i a b i l i ­
t i e s  e x is t in g  u n d e r eraployer**sponsored p e n s io n  p la n s  f o r  employees when 
i t  e x p re sse d  th e  fo llo w in g  id e a :
nThe t o t a l  c o s t  o f  th e  p e n s io n  t h a t  w i l l  be p a id  u l ­
t im a te ly  to  th e  p r e s e n t  p a r t i c i p a n t s  i n  a  p la n  canno t be 
d e te rm ined  p r e c i s e ly  i n  advance , b u t ,  by th e  use  o f  a c tu ­
a r i a l  te c h n iq u e s , re a so n a b ly  a c c u ra te  e s t im a te s  can be made. 
There a r e  o th e r  b u s in e s s  c o s ts  f o r  which i t  i s  n e c e ssa ry  
to  make p e r io d ic  p ro v is io n s  i n  th e  acco u n ts  b ased  upon 
assum ptions and e s tim a te s - . The Committee b e l ie v e s  t h a t  th e  
u n c e r t a in t i e s  r e l a t e d  to  th e  d e te rm in a tio n  o f  p e n s io n  c o s ts  
a re  not so pronounced a s  to  p rec lu d e , s im i la r  tr e a tm e n t.  "27
E v a lu a tio n  o f  th e  A ccounting  Concept o f  l i a b i l i t i e s
On th e  b a s i s  o f  th e  p re c e d in g  a n a ly s i s  and d is c u s s io n  o f th e  concept 
o f  l i a b i l i t i e s  a s  i t  i s  p r e s e n t ly  co n ce iv ed , th e  q u e s tio n  o f  adequacy 
o f  t h i s  concep t can be c o n s id e re d . I t  m ust be de te rm ined  i f  an  a cc o u n t­
in g  o r ie n te d  d e f i n i t i o n  w ould be more s a t i s f a c to r y  f o r  acco u n tin g  pu rposes 
th a n  th e  c u r re n t  l e g a l i s t i c a l l y  o r ie n te d  d e f in i t i o n .
27American I n s t i t u t e  o f  C e r t i f i e d  P u b lic  A c co u n ta n ts , "A ccounting 
f o r  C osts o f  Pension  P la n a ,"  Jo u rn a l o f  A ccountancy, CHI (1 9 5 6 ), 65 .
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A Going-Concern Concept o f L ia b i l i t i e s . T ra d itio n a l accounting 
p ra c t ic e  accep ts th e  le g a l concept of l i a b i l i t i e s  and recogniEes only  
those item s th a t  r e f l e c t  deb ts requ iring  payment, to  c re d ito rs  o f th e  
f irm . In  the  case o f o rd inary  trad e  payables and payables a r is in g  from 
borrowings o f cash o r a c q u is i t io n  o f a s s e t s ,  th is  concept o f l i a b i l i t i e s  
p resen ts  no d i f f i c u l t i e s  i n  ap p lica tio n *  However, a s  one moves down the 
e n t i r e  spectrum o f item s th a t  w i l l  req u ire  a fu tu re  disbursem ent o f funds 
by the firm , the  accepted  d e f in i t io n  of l i a b i l i t i e s  becomes le s s  a p p li ­
c a b le . The lin e  o f demarcation between item s th a t  do o r  do no t req u ire  
l i a b i l i t y  recogn ition  becomes more and more d i f f i c u l t  to  e s ta b l is h ,
since th e re  i s  a  continuous g rada tio n  from  d e f in ite  to  in d e f in ite  a s
28one moves outward toward, the  o u te r  lim its , of the. l i a b i l i t y  concept.
At the o u te r  extreme problems in  regard  to  such u su a l and recu rrin g  
item s as normal commitments f o r  maintenance o f .p la n t  and equipment, pur­
chase o f  raw m a te r ia l ,  payment o f p a y ro lls , d is t r ib u t io n  of ea rn in g s , 
and item s o f a s im ila r  na tu re  a r i s e .  These item s th a t  occur a t  the  
o u te r  extremes do no t rep resen t o b lig a tio n s  which a re  l e g a l i s t i c  in  
n a tu re , bu t they do rep resen t item s th a t  w i l l .r e q u ire  fu tu re  cash d i s ­
bursements under the  going concern concept o f accounting*
The going concern concept s ta te s  th a t  the  accounting e n t i ty  under 
considera tion  w i l l  have an in d e f in ite  e x is te n ce , which means th a t  the  
business w i l l  no t be liq u id a te d  " . . .w i th in  a span of tim e necessary  to  
carry  out p resen t co n trac tu a l commitments o r to  use up a s s e ts  according 
to  th e  p lans and expec ta tions p re sen tly  h e l d . *29 i s  assumed th a t  th e
2®James W alter, *The Treatment o f 'F oo tno te ' L ia b i l i t i e s ,"
The Accounting Review, XXX (19£$), 100.
2% aurice  Moonitz, The Basic P o s tu la te s  o f Accounting (New York: 
American I n s t i tu t e  of C e r tif ie d  P ub lic  A ccountants, 1961), p7 39,
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e n t i t y  w i l l  rem ain in  o p e ra tio n  i n d e f in i t e ly  u n le s s  ev idence to  th e  con­
t r a r y  e x i s t s .  T herefo re  under t h i s  concep t a s s e t s  a r e  expected  to  have 
fu tu re  u se fu ln e ss  f o r  th e  pu rposes f o r  w hich th e y  were a c q u ire d  and 
l i a b i l i t i e s  a re  expec ted  to  be  p a id  i n  f u l l  a t  m a tu r i ty .
F u tu re  cash ex p en d itu re s  which do n o t m eet th e  requ irem en ts  o f  th e  
l e g a l  conception  o f  l i a b i l i t i e s  do, from th e  going concern s ta n d p o in t ,  
however, re p re s e n t  l i a b i l i t i e s ,  o r  fu tu re  a s s e t  o u t la y s ,  t h a t  w i l l  be 
re q u ire d  i f  th e  f irm  i s  to  con tinue  o p e ra t io n s . Thus under th e  going 
concern  concept a l l  f u tu re  cash e x p en d itu re s  do ta k e  on some a s p e c ts  o f 
l i a b i l i t i e s ,  s in c e  th ey  do re p re s e n t  re q u ire d  fu tu re  cash  d isbursem ents 
o r  e x p en d itu re s  n e ce ssa ry  f o r  th e  m aintenance o f  e n te r p r is e  o p e ra t io n s . 
F a i lu re  to  make any o f th e se  n o rm a lly -re c u rrin g  fu tu re  ex p en d itu re s  would 
r e s u l t  i n  th e  c e s s a tio n  o f  e n te r p r is e  a c t i v i t y  j u s t  a s  s u re ly  a s  would 
f a i l u r e  to  l iq u id a te  le g a l  l i a b i l i t i e s  o f  th e  f i n n .  Hence, tinder th e  
going concern  concep t, th e se  ex p en d itu re s  a re  a s  n ecessa ry  a s  th o se  which 
a re  re q u ire d  f o r  th e  s a t i s f a c t i o n  o f  c r e d i to r s 1 c la im s.
An Economic Concept o f L i a b i l i t i e s . As p o in te d  ou t i n  th e  p reced ing  
c h a p te r , a s s e t s  a re  economic i n  n a tu re  due to  th e  f a c t  t h a t  th e y  re p re ­
s e n t  th e  embodiment o f fu tu re  s e rv ic e  p o te n t i a l  to  th e  f irm  p o ssess in g  
th e  a s s e t .  A sse ts  a re  th u s  considered  to  be economic in  n a tu r e ,  w hile  
l i a b i l i t i e s  a re  co n sid ered  to  be l e g a l i s t i c  i n  n a tu re .  On th e  su r fa c e , 
i n  o rd e r  f o r  accoun ting  th eo ry  to  be i n t e r n a l l y  c o n s is te n t ,  i t  may seem 
t h a t  b o th  a s s e t s  and l i a b i l i t i e s  should  be co n sid ered  a s  having s im ila r  
n a tu re s  f o r  accoun ting  pu rp o ses. l i a b i l i t i e s ,  i f  d e fin ed  i n  term s o f 
t h e i r  economic n a tu re ,  would in c lu d e  a l l  fo re se e a b le  cash o u tla y s  o r  
commitments o f  th e  f i r m , re g a rd le s s  o f le g a l  e x is te n c e  o r  s ig n if ic a n c e  
o f  th e se  o u tla y s . T his would re q u ire  l i a b i l i t y  re c o g n itio n  whenever
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management a n tic ip a te d  th a t  a fu tu re  cash o u tla y  would be req u ired  in  
o rd er to  a t t r a c t  f a c to r s  o f p roduction , o r  economic re so u rce s , to  th e  
f irm .
An economic concept o f l i a b i l i t i e s  i s  thus s im ila r  to  a  going con­
cern  concept o f  l i a b i l i t i e s .  The two a re  s im ila r  in  th a t  bo th  a re  con­
cerned w ith  th e  reco g n itio n  o f fu tu re  o u tla y s  o f a s s e t s ,  g e n e ra lly  cash , 
a s  l i a b i l i t i e s  p r io r  to  th e  tim e a  debt a c tu a l ly  e x is t s .
J .  E. W alter s t a te s  the  "...com m itm ents made by co rp o ra tio n  execu­
t iv e s  range from  those which a re  d e f in i t e ,  w r i t te n ,  and irre v o c a b le  to  
th o se  which a re  in d e f in i t e ,  o r a l ,  and n o t le g a l ly  b in d in g . . . ,* 3® and on 
t h i s  b a s is  contends th a t  narrow l e g a l i s t i c  in te rp r e ta t io n s  o f l i a b i l i t i e s  
a re  in s u f f ic ie n t  a s  a  b a s is  f o r  balance sh ee t l i a b i l i t y  re c o g n itio n .31 
I t  i s  th e re fo re  recommended by him th a t  the  concept o f  l i a b i l i t i e s  be 
broadened to  inc lude  item s which a re  n o t l i a b i l i t i e s  in  the  le g a l  sense 
o f  the  te rm ,32 b u t which a r e ,  in  e f f e c t ,  s im ila r  to  those item s th a t  can 
be considered  l i a b i l i t i e s  from th e  going concern and economic s ta n d p o in ts .
E valuation  o f Going-Concem and Economic Concepts o f L i a b i l i t i e s . In  
e v a lu a tin g  th e  d e s i r a b i l i t y  o f broadening the  l i a b i l i t y  concept to  i n ­
clude commitments n o t c u rre n tly  recognized , b u t which a re  l i a b i l i t i e s  
from th e  economic and going concern s ta n d p o in ts , the  a f f e c t s  o f t h i s  
procedure on a  number o f  a re a s  must be considered . The a re a s  on which 
t h i s  change would have s ig n if ic a n t  e f f e c t s  include*
( 1 ) O b je c tiv ity .
3°Og. C i t . ,  p . 100.
3~*Ib id . , p . 100 .
32I b i r i . ,  p . 102 .
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(2) A sse t re c o g n itio n .
(3) Balance sh e e t u t i l i t y .
E f fe c t  on accoun ting  o b je c t iv i ty . O b je c t iv i ty  as i t  p e r ta in s  
to  accoun ting  i s  d e fin ed  by K ohler a s  fo llo w sr
"Having a  meaning o r  a p p lic a t io n  a p a r t  from  the  i n ­
v e s t ig a to r ,  th e  p e c u l i a r i t i e s  o f h is  ex p e rien c e , o r  o f the  
environm ent, and s u b s ta n t ia te d  o r  capable o f  be ing  sub­
s t a n t i a t e d  by the  f in d in g s  o f independent i n v e s t i g a t o r s . . . .
By comparison one f a c t  nay be sa id  to  be more o b je c tiv e  
than a n o th e r  because i t  i s  observab le  by more p e rso n s , 
ex p e rim en ta lly  r e p e a ta b le , more prom ptly reco rded  a f t e r  
o b se rv a tio n , reco rded  by more com petent o r  more d i s i n t e r ­
e s te d  o b se rv e rs , more p re c is e ly  m easurab le , more co h eren t 
w ith  o th e r  g e n e ra lly  accep ted  f a c t s ,  o r  observed under 
le s s  confusing c irc u m s ta n c e s ."33
O b je c t iv i ty  was s t r e s s e d  in  accoun ting  in  th e  e a r ly  s ta g e s  o f p ro ­
f e s s io n a l  a u d it in g  in  England, when emphasis was p laced  upon o b je c tiv e  
evidence to  su p p o rt reco rded  t r a n s a c t i o n s . 3^ Recorded tra n s a c tio n s  can 
be accep ted  a s  v a l id  on ly  i f  they  a re  based  on o b je c t iv e ,  v e r i f i a b le  
evidence c o n s is t in g  o f a u th e n tic  b u s in e ss  docum ents. The d e p e n d a b ility  
o f accoun ting  d a ta  i s  th u s dependent upon th e  e x te n t  to  which th ese  d a ta  
a re  based on unb iased  f a c t  and e x p e rie n c e , as  opposed to  p e rso n a l b e l i e f .
Paton and L i t t le to n  s t r e s s  th e  s ig n if ic a n c e  o f th e  concept o f ob­
j e c t i v i t y  a s  fo llo w s: "T his emphasis upon o b je c tiv e  ev idence has never
been weakened; in  f a c t  i t  has become s tro n g e r  a s  conplex b u s in e ss  a c t i v i ­
t i e s  have in c r e a s e d . . . .  V e r if ia b le ,  o b je c tiv e  evidence has th e re fo re  
become an im p o rtan t e lem en t in  accoun ting  and a n ecessa ry  a d ju n c t  to  a 
p ro p e r  ex ecu tio n  o f  the  accoun ting  f u n c t i o n . . . ." 3 5
33a D ic tio n a ry  f o r  A ccoun tan ts, Op. C i t . ,  p . 331.
3^Paton and L i t t l e to n ,  Og. C i t . , p . 18.
3 5 ib id . , p . 1 8 .
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Generally the i n i t i a l  appearance of an item  in  the  accounts of the 
firm  i s  the  r e s u l t  of an exchange tran sac tio n  the te rn s  of which are  
e s tab lish ed  through bargaining and supported ty  source documents. Trans­
ac tio n s re s u ltin g  from th is  process a re  no t ambiguous, and in  a d d itio n , 
they provide data which w i l l  adequately serve as a basis  fo r  the  measure­
ment of the s a c r if ic e s  made. Measurement of a s s e ts  and l i a b i l i t i e s  i s  a 
re q u is ite  to  accounting r e c o g n it io n ,^  and ob jec tiv e  evidence i s  requ ired  
before a sse ts  and l i a b i l i t i e s  can be adequately and accu ra te ly  measured. 
Therefore, the ex istence of ob jec tive  data i s  a requirement fo r  a s se t  
and l i a b i l i t y  recognition  fo r  accounting purposes. Moonitz regards i t  
a s  im perative th a t  recogn ition  of changes in  these accounts be postponed 
u n t i l  such a time th a t  the  changes can be measured in  ob jec tive  term s.37 
The obvious enphasis on o b jec tiv e ly  determined fa c ts  may lead  one to  
draw the erroneous conclusion th a t  th e re  i s  no element of judgment, 
e r ro r ,  o r  estim ation  involved in  the accounting p rocess . Accounting, 
however, can no t be as thoroughly s c ie n t i f ic  as the s t r e s s  on o b je c tiv ity  
may tend to  in d ic a te . Judgment a reas a re  s ig n if ic a n t  in  accounting, and 
poor o r inappropria te  judgment by accountants may lead  to  s ig n if ic a n t ,  
a lthough u n in te n tio n a l, m isrepresen ta tions. The fa c tu a l  m a te ria l w ith 
which accounting i s  concerned can not always be measured w ith  complete 
accuracy, since the fu tu re  in  the business world does not lend  i t s e l f  to  
abso lu te  p re d ic tio n , and therefo re  r e s u l ts  are not always v e r if ia b le .
A cquisitions of a sse ts  and l i a b i l i t i e s  can g en era lly  be rig o ro u sly  
measured on the b asis  of ob jec tive  evidence accumulated to  support the
^ H aro ld  A rn e tt, "What Does 'O bjectiv ity*  Mean to  Accountants?" 
Journal o f Accountancy. CX (May, 196 l), 65.
3?The Basic P o s tu la te s  of Accounting. Op. C i t . .  p . 1*1.
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tra n s a c tio n s ;  b u t in te r n a l  accoun ting  e n tr ie s  r e f le c t in g  t r a n s f e r  and 
d is p o s i t io n  o f the  item s once th ey  have been recorded  a re  n o t su b je c t to  
th e  moment o f t r u th  custom arily  r e f le c te d  in  th e  m arket p lace* Hence 
e n t r ie s  reco rd in g  in te r n a l  t r a n s fe r s  a re  based on evidence which i s  some­
th in g  le s s  th an  a b so lu te ly  o b je c tiv e , b u t which may n e v e rth e le s s  be 
dependable. Examples o f item s which f i t  in to  t h i s  category  in c lu d e  such 
e s tim a te s  a s  d e p re c ia tio n  o f f ix e d  a s s e t s ,  v a lu a tio n  of re c e iv a b le s  and 
in v e n to r ie s ,  and e s tim a tio n  of l i a b i l i t i e s  f o r  g u a ran tee s , ta x e s , and 
o th e r  o b lig a tio n s  which w i l l  re q u ire  l iq u id a tio n  in  the  f u tu r e .  D epreci­
a t io n ,  f o r  example, can n o t be considered  com pletely v e r i f ia b le  u n t i l  
u ltim a te  d is p o s a l  of th e  a s s e t ,  b u t the  e s tim a tio n  o f d e p re c ia tio n  by 
in d iv id u a ls  who a re  competent to  make th e  e s tim ate  through f a m i l ia r i ty  
w ith  th e  c ircum stances surrounding f ix e d .a s s e t  se rv ic e  p o te n t ia ls  would 
r e s u l t  i n  evidence which i s  s u f f i c i e n t ly  o b je c tiv e  and v e r i f i a b le  to  
make i t  s u f f ic ie n t ly  dependable.
Subsequent d isco v ery  o f  o b je c tiv e ly  determ ined f a c ts  may r e s u l t  i n  
th e  c a n c e l la t io n  o f  o b je c tiv e ly  determ ined f a c t s  o f a p r io r  p e r io d , a s  
in  th e  case o f e a r ly  obsolescence of f ix e d  a s s e ts  due to  ra p id  te c h ­
n o lo g ic a l advancement which was no t a n t ic ip a te d  when d e p re c ia tio n  sched­
u le s  were f i r s t  e s ta b l is h e d ,  N ev erth e le ss , th e  o r ig in a l  o b je c tiv e  f a c ts  
p re s e n t  a b e t t e r  b a s is  f o r  f in a n c ia l  a n a ly s is  than  su b je c tiv e  o p in ion , 
o r  u n o b jec tiv e  su p p o s itio n ,
Edwards and B e ll summarize the ..m atte r o f  o b je c t iv i ty  and th e  s ig ­
n if ic a n c e  o f the  concept as fo llo w s:
"There can be no doubt t h a t  th e  main purpose o f ob­
j e c t i v i t y  in  accounting  i s  to  p rev en t frau d  and d e c e it  
and to  f a c i l i t a t e  th e  independent a u d it  o f accoun ts by 
avo id ing  su b je c tiv e  d a ta . But c le a r ly  o b je c t iv i ty  i s  here 
a  r e la t iv e  p ro p o s itio n . The accoun tan t who fo llo w s t r a d i ­
t io n a l  p ra c t ic e s  makes co u n tle ss  su b je c tiv e  judgments:
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in  deciding on the  d e p rec ia tio n  problem o f f ix e d  a s s e ts ,  
in  making an estim ate  f o r  bad debts allow ance, in  deciding 
upon pension l i a b i l i t i e s *  The degree o f o b je c t iv i ty  in  
accounting i s  never a b so lu te .
From the  preceding a n a ly s is  o f the  concept o f o b je c t iv i ty ,  i t  can be 
seen th a t  th i s  concept p rovides one o f the  p r in c ip a l  means a v a ila b le  fo r  
the  om ission from f in a n c ia l  p re se n ta tio n s  to  a n a ly s ts  o f b ia sed  op in ions , 
u n s c ie n t if ic  measurements, and m isrep resen ta tio n s and d e c e i t ,  any of 
which m y  be the  r e s u l t  o f e i th e r  c lan d es tin e  o r  o v e rt a c tio n  by those 
who p repare  f in a n c ia l  s ta tem en ts . I t  thus becomes one of the  f i r s t  l in e s  
o f defense a g a in s t the  rep o rtin g  o f opinion r a th e r  than f a c t ,  one of the  
im portant elem ents o f p ro te c tio n  fo r  statem ent a n a ly s ts  who have no 
knowledge o f how data  rep o rted  were ob ta ined , and who th e re fo re  must 
re ly  on th e  accountant in  h is  ro le, as an unbiased and o b jec tiv e  re p o r te r .
On th e  b a s is  o f the  a n a ly s is  o f the  concept o f o b je c t iv i ty ,  the  
follow ing question  can now be answered: Are th e  economic and going con­
cern conceptions o f l i a b i l i t i e s  s u f f ic ie n t ly  o b jec tiv e  to  serve as c r i ­
t e r i a  fo r  balance sh ee t reco g n itio n  of l i a b i l i t i e s  w ith in  th e  g e n e ra lly  
accepted th e o re t ic a l  framework of accounting? This question  req u ire s  a 
negative  re p ly , since  cash o r  o th e r a s s e t  o u tlay s which w i l l  r e s u l t  from 
fu tu re  tra n s a c tio n s  a re  no t measurable w ith  a  s u f f ic ie n t  degree o f 
accuracy to  be a cc ep tab le . These l i a b i l i t i e s  may be o b je c tiv e  in  one 
sense , because they a re  a rr iv e d  a t  through th e  ex e rc ise  of o n e 's  b e s t  
judgment and be based on opinion which i s  seemingly f r e e  o f b ia s . But 
y e t they  a re  no t o b je c tiv e - to  the  ex ten t th a t  the  same o r  reasonably  
the  same amounts would be a rr iv e d  a t  by independent observers no t d i r e c t ­
ly  a sso c ia te d  w ith the  firm  fo r  which the  p ro je c tio n s  a re  made.
o* Edwards and P h ilip  B e ll, The Theory and Measurement 
o f Business Income (Berkeley: U n ivers ity  o f C a lifo rn ia  P re ss , 1961),
p . 2%T.
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P ro je c tio n s  i n  regard  to  necessa ry  o u tlay s  f o r  the  f a c to r s  o f p ro ­
duction  th a t  w i l l  be req u ired  a re  p r im a rily  dependent upon th e  le v e l  o f 
economic a c t iv i t y  of th e  fu tu re  p e rio d s  f o r  which p ro je c tio n s  a re  being 
made. Economic fo re c a s te r s  a re  no t always ab le  to  agree among them selves 
on the  p re c is e  le v e l  o f economic a c t iv i t y  o f fu tu re  p e rio d s  in  a dynamic 
economy. The p o s it io n  o f one who must a c c u ra te ly  fo re c a s t  f o r  th e  i n ­
d iv id u a l firm  i s  even more u n ten a b le , s in ce  th e  re a c t io n  and ad justm en t 
of th e  firm  to  changes occu rrin g  w ith in  an economy which i s  c h a ra c te r iz e d  
by some degree o f com petition  a re  even more d i f f i c u l t  to  f o r e c a s t .  The 
p ro cess  fo llow ed in  a r r iv in g  a t  p ro je c tio n s  o f a n t ic ip a te d  l i a b i l i t i e s  
may be s u f f i c i e n t ly  o b je c tiv e  and v e r i f ia b le  to  p re se n t amounts which 
seem ingly r e f l e c t  accu racy , b u t which upon c lo s e r  exam ination r e f l e c t  
sp u rious accu racy . The b a s ic  d a ta , however, w i l l  r e s u l t  from a p rocess 
o f e s tim a tio n  and assum ption, and th ese  data  w i l l  no t be v e r i f ia b le  by a 
d is in te r e s te d  o b se rv er. As a  r e s u l t ,  p ro je c tio n s  regard ing  a s s e t  o u t­
lay s  a r is in g  from a n tic ip a te d  l i a b i l i t i e s  a re  no t s u f f ic ie n t ly  o b je c tiv e  
and v e r i f ia b le  to  w arran t in co rp o ra tio n  in to  the  accounts of th e  f irm .
An economic o r  going concern concept of l i a b i l i t i e s  i s  th e re fo re  n o t 
accep tab le  from the s ta n d p o in t o f o b je c t iv i ty .
E f fe c t  on a s s e t  re c o g n itio n . A nother a sp e c t o f accounting  
which i s  v i t a l l y  a f fe c te d  by prem ature l i a b i l i t y  re c o g n itio n  i s  a s s e t  
re c o g n itio n . On the b a s is  o f  the  do u b le-en try  system  o f  accoun ting , 
accoun ts a re  in te g ra te d  to  the e x te n t th a t  an e n try  to  one accoun t must 
be e x a c tly  o f f s e t  by an e n try  to  ano ther accoun t. This method o f  keep­
ing  and record ing  accounting  d a ta  i s  founded lo g ic a l ly  on th e  n a tu re  of 
the  f a c ts  w ith  which accoun ting  d e a ls , f a c t s  which p e r ta in  to  a s s e ts  and
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e q u it ie s  in  the  a s s e t s .39 These two c la sse s  o f item s must always be 
equal s ince  one i s  concerned w ith  the  o b jec tiv e  accounting values i n ­
volved and recorded as item s of p ro p erty , w hile the o th e r  i s  concerned 
w ith  the  claim s a g a in s tth e  p ro p e rty . As a  r e s u l t  o f th e  interdependence 
th a t  thus e x is ts  between a s s e t  and eq u ity  item s, assuming no nominal 
accounts a re  involved as. would be th e  case in  a  s i tu a t io n  in  which one 
i s  considering  l i a b i l i t i e s  which w i l l  a r is e  in  th e  fu tu re ,  any l i a b i l i t y  
reco g n itio n  must be o f f s e t  by an equal a s s e t  rec o g n itio n .
Since l i a b i l i t y  reco g n itio n  a lso  req u ire s  a s s e t  rec o g n itio n , recog­
n i t io n  of l i a b i l i t i e s  th a t, a re  such only from the  economic o r  going con­
cern  standpo in ts  ra th e r  than  from th e  le g a l  s ta n d p o in t, poses a se rio u s  
problem concerning reco g n itio n  of ap p ro p ria te  a s s e ts .  I f  no a s s e t  e x is ts  
under, th ese  circum stances, no l i a b i l i t y  can e x is t  e i th e r ,  and hence no 
l i a b i l i t y  can le g it im a te ly  be recognized.
As was po in ted  o u t in  the  d iscu ssio n  o f th e  n a tu re  and concept o f 
a s s e t s ,  a s s e t  reco g n itio n  can on ly  be ju s t i f i e d  when the  f irm  possesses a 
le g a l  r ig h t  to  a  d isc e rn ib le  fu tu re  b e n e f i t .  In  th e  case of a n tic ip a te d  
l i a b i l i t i e s ,  no red ressab le  le g a l r ig h t  e x is ts  a g a in s t th e  se rv ice s  o f  
any p ro p erty , and hence no a s s e t  can be recognized . No le g a l  r ig h ts  e x is t  
a g a in s t any su p p lie rs  o f fa c to rs  o f p roduction  u n t i l  an executory  con­
t r a c t  e x is ts  between the  owners o f fa c to r s  and the  f irm  which rep re se n ts  
the  purchaser o f the  f a c to r s .  The owner o f a f a c to r  i s  under no o b lig a ­
t io n  to  supply the  f a c to r  u n t i l  he has agreed, to. supply i t  to  a purchaser 
f o r  a  c o n sid e ra tio n . The purchaser likew ise  has no le g a l  r ig h t  in  th e
39James D. Edwards and R* F. Salmonson, C on tribu tions o f Four 
Accounting P ioneers (E ast Lansingi Michigan S ta te  U n iv e rs ity  Bureau 
o f Business Research, 1961), p . 175, This i s  summarized from W illiam 
Paton, "Theory o f the  Double Entry System," Jou rna l of,Accountancy,
XXIII (January, 1917), p . 7 . *-----------—
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f a c to r  u n t i l  th e  owner has accep ted  c o n s id e ra tio n  from th e  p u rch aser and 
has ag reed  to  supply th e  f a c to r  in  exchange.
C ontro l over fu tu re  stream s of s e rv ic e s  i s  a  requirem ent f o r  a s s e t  
re c o g n itio n . No c o n tro l over fu tu re  se rv ic e s  e x i s t s ,  however, in  the  
ease o f item s which would re q u ire  re c o g n itio n  when l i a b i l i t i e s  under th e  
going concern concept a re  reco rded . The Committee on Concepts and S tand­
a rd s  o f  th e  American Accounting A sso c ia tio n  s t a te s  th a t  " . . . t h e  i n i t i a l  
appearance o f  an a s s e t . . . i s  th e  r e s u l t  o f an  exchange t r a n s a c t io n  in  
which term s and amounts e s ta b lis h e d  by n e g o tia tio n  a re  supported  by docu­
ments and m arket d a ta .  This tends to  make th e  t ra n s a c tio n  unambiguous 
and o b je c tiv e , and th e  requirem ents f o r  measurement a re  met c le a r ly  and 
d i r e c t l y . I t  fo llo w s , th e re fo re ,  th a t  no l i a b i l i t y  can be recognized  
u n t i l  an a s s e t  e x is ts  and i s  m easurable, and t h i s  w i l l  n o t be th e  case 
in  s i tu a t io n s  in  which l i a b i l i t i e s  th a t  a re  such on ly  from  th e  going 
concern o r  economic s ta n d p o in ts  a re  recogn ized . l i a b i l i t y  rec o g n itio n  
must th e re fo re  be postponed u n t i l  a  le g a l  o b lig a tio n  e x i s t s .
E f fe c t  on balance  sh e e t u t i l i t y . The th i r d  item  th a t  would be 
s ig n i f ic a n t ly  a f f e c te d  by a broadening o f  th e  l i a b i l i t y  concept i s  th e  
balance sh e e t. V arious d e f in i t io n s  o f  th e  term  balance  sh ee t have been 
advanced, b u t g e n e ra l agreem ent regard ing  th e  d e f in i t io n  e x i s t s .  The 
A ccountan ts* Handbook. d e fin es  th e  balance sh e e t a s  a f in a n c ia l  s ta tem en t 
which n. . . r e f l e c t s  th e  a s s e ts  o r  reso u rces  o f  the  b u sin ess  e n te rp r is e  
and th e  claim s o r  r ig h ts  a tta c h in g  to  th e se  same a s s e t s . D e w i n g
^A ccoun ting  and R eporting S tandards f o r  C orporate F in a n c ia l 
S ta tem en ts,  Qp. C i t . , p . 3*
^^Rufus Wixon, A ccountan ts ' Handbook (F ou rth  E d itio n ; New York: 
Ronald P re ss  C o., 1957), p . 2 -2 3 .
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p resen ts  a s im ila r  d e fin itio n  when he s ta te s  the  balance sheet i s  a  
* . . . statem ent o f the money values—expressed, fo r  the most p a r t ,  in  
terms of c o s ts—standing a g a in st the  various economic values of the  
e n te rp rise  con trasted  w ith the various claims a g a in s t the e n te rp r is e , 
a lso  expressed in  terras o f m o n e y . P a t o n ' s  d e f in itio n  agrees w ith  
the preceding when he s ta te s  th a t  th e  balance sheet i s  M0..a n y  complete 
statem ent o f the a s s e ts  and e q u itie s  p e rta in in g  to  a p a r t ic u la r  e n te r­
p r i s e . * ^  These d e fin itio n s  p o in t out the f a c t  th a t  the balance sheet 
i s  genera lly  considered to  be a f in a n c ia l  statem ent which p resen ts  the 
a s se ts  o f th e  firm  and the  claim s a g a in s t the  a s s e ts  of the  firm .
This concept of th e  balance sheet provides no basis f o r  the  recog­
n itio n  o f l i a b i l i t i e s  th a t  do no t le g a lly  e x is t .  L ia b i l i t ie s  th a t  i t  i s  
a n tic ip a te d  w il l  develop from fu tu re  tran sac tio n s  do not rep resen t p resen t 
claims a g a in s t the  f irm  and hence a re  not compatible w ith the cu rren t 
balance sheet concept. The in c lu sio n  of a n tic ip a te d  l i a b i l i t i e s  would 
r e s u l t  in  th e  e lim ina tion  o f a tru e  balance sheet and i t s  being replaced 
by a  budget o r f in a n c ia l  p lan of fu tu re  opera tions . Budget data  a re  
u se fu l in  f in a n c ia l  a n a ly sis  as a means of providing supplementary in ­
form ation, but they can not rep lace th e  balance sheet com pletely, since 
a c tu a l a s s e ts  and e q u it ie s  a re  more s ig n if ic a n t  than  a n tic ip a te d  ones. 
A ctual a s s e ts  and e q u itie s  e s ta b lis h  th e  boundaries w ith in  which the firm  
must o p e ra te , and th ere fo re  ex ert more in fluence  on opera tio n s than do 
those th a t  a re  only a n tic ip a te d . From the standpo in t o f balance sheet
^ A rth u r  S. Dewing, The F inancia l Policy, of. Corporations (F if th  
E d ition ; New Yorks Ronald P ress Co., 1953), I , 521.
^ Accounting, Op.  C it. ,  p . 3h.
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u se fu ln e ss , th e  re c o g n itio n  o f l i a b i l i t i e s  p r io r  to  t h e i r  le g a l  e x is te n ce  
i s  th u s u n accep tab le .
D e f in it io n  o f th e  Term l i a b i l i t y
Since th e  le g a l  concept o f l i a b i l i t i e s  i s  th e  on ly  accep tab le  method 
f o r  l i a b i l i t y  re c o g n itio n  on th e  b ases  o f o b je c t iv i ty ,  a s s e t  re c o g n itio n , 
and balance sh e e t u t i l i t y ,  th e  l i a b i l i t y  d e f in i t io n  must r e ly  h e a v ily  on 
th e  le g a l  a sp e c ts  o f th e  concept. L ia b i l i t i e s  w i l l  th e re fo re  be defined  
a s  c a lc u la to ry  claim s a g a in s t  th e  b u sin ess  e n t i t y  which have re s u l te d  from 
p a s t  t r a n s a c tio n s  and which must be p a id , o r  s a t i s f i e d  by an o th e r means 
in  accordance w ith  c r e d i to r s ’ term s, a t  some fu tu re  tim e .
This d e f in i t io n  g ives th re e  co n d itio n s  which must be met befo re  a 
c la im  can be in c lu d ed  in  the, balance sh e e t as a  l i a b i l i t y .  The th ree  
a r e :  ( 1 ) a  c la im  which i s  s u b je c t to  adequate c a lc u la tio n s  ( 2 ) a  c laim
which i s  a  r e s u l t  o f  a  p a s t  t ra n s a c tio n ;  and ( 3 ) a  c laim  which w i l l  r e ­
q u ire  th e  fu tu re  t r a n s f e r  o f a s s e ts  to  a  c re d i to r .
The a p p lic a t io n  o f th e se  c r i t e r i a  to  any s i tu a t io n  w i l l  r e a d i ly  r e ­
v e a l th e  e x is te n c e  o r  n on -ex is tence  o f a l i a b i l i t y .  A ll  item s which meet 
th e  le g a l  t e s t  f o r  l i a b i l i t i e s  w i l l  q u a li fy  under t h i s  d e f in i t io n ,  and in  
a d d it io n  i t  e s ta b l is h e s  d e f in i te  l im i ts  o r  boundaries f o r  l i a b i l i t y  recog­
n i t i o n .  The use o f t h i s  d e f in i t io n  w i l l  p e rm it one to  determ ine i f  a l l  
item s in c lu d ed  a s  l i a b i l i t i e s  a c tu a l ly  should  continue to  be in c lu d ed  and 
i f  o th e r  item s which a re  om itted  should con tinue to  be o m itted .
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Measurement o f L ia b il it ie s
The prim ary purpose o f measurement in  accounting  i s  to  determine th e  
f in a n c ia l  cond ition  o f a  b u sin ess  e n t i t y . ^  To determ ine th e  f in a n c ia l  
co n d itio n  o f an e n t i ty  i t  i s  necessary  to  p lace  a value on a l l  a s s e t ,  
l i a b i l i t y ,  revenue, and expense item s o f the  e n te rp r is e .  Due to  th e  i n ­
terdependence o f these  item s in  th e  doub le-en try  framework i n  which 
accounting o p e ra te s , the  s tandard  o f measurement must be th e  same fo r  a l l .  
Since c o s t i s  the  b a s is  f o r  measurement o f item s appearing on th e  balance 
s h e e t, c o n s i s t e n c y  and com parab ility  req u ire  th a t  c o s t a lso  be th e  b a s is  
f o r  measurement o f a s s e t  ex p ira tio n s, f o r  purposes of, determ ining income 
o f the  f irm . F in an c ia l measurements p laced  on a s s e t s ,  l i a b i l i t i e s ,  reve­
nues, and expenses a re  no t p h y sica l in  c h a ra c te r  as a re  s c i e n t i f i c  u n i ts  
o f measurement such a s  pounds o r  inches bu t a r e ,  in s te a d , s o c ia l  in  
n a tu re , r e s u l t in g  from .the a p p lic a tio n  of judgment and p r e f e r e n c e . ^
Since accounting measurement in  g en era l i s  to  some degree s o c ia l  and sub­
je c t iv e ,  adequate accounting  q u a n ti f ic a t io n .o f even ts as a means o f p ro ­
v id in g  a  b a s is  f o r  in te rp r e ta t io n  and comparison of f in a n c ia l  d a ta  i s  
d i f f i c u l t  to  ach ieve .
L ia b i l i t i e s ,  however, u sua lly , p resen t le s s  o f a  problem of measure­
ment o r  v a lu a tio n  than  do a s s e t s . ^  The amounts a re  g en e ra lly  f ix e d  and 
d e f in i te  and, so long as th e  going concern concept i s  recogn ised , must be 
p a id  in  fu l l*  Since l i a b i l i t i e s  r e s u l t  from p a s t  t ra n s a c tio n s , the
^ R ic h a rd  H. Homburger, “Measurement in  A ccounting,” The 
Accounting Review, JUULvi (1961), 96.
k^ lb id *, p . 96.
^%enry R. H atfie ld , Accounting (New York: D* Appleton & Co.,
1 9 3 1 ) ,  p .  2 2 3 .
59
amounts to  be p a id  can be determ ined on the  bases o f th e  agreem ents which 
gave r i s e  to  th e  l i a b i l i t i e s .  Exceptions e x is t  to  t h i s  g en e ra l ru le  in  
cases in  which th e  measurement o f th e  l i a b i l i t y  i s  a  r e s u l t  o f estim a­
t io n  a s  in  th e  case o f  estim ated  l i a b i l i t i e s  fo r  claim s a r is in g  under 
product g u aran tees , income ta x e s , damage c la im s, o r  o th e r  item s of a  sim i­
l a r  n a tu re .
Measurement, a s  th e  term  a p p lie s  to  a l i a b i l i t y ,  r e f e r s  to  th e  d e te r ­
m ination o f th e  w eight o r  burden of the  o b lig a tio n  as o f the  date  on which 
the  balance sh ee t i s  p r e p a r e d . ^7 A problem a r i s e s  i n  the  de te rm ina tion  of 
th e  w eight o r  burden s in ce  two in te r p r e ta t io n s  o f th e  term  burden a re  
p o s s ib le . One in te r p r e ta t io n  perm its  th e  term  to  be d e fin ed  as th e  amount 
o f cash th a t  w i l l  be req u ired  to  l iq u id a te  th e  l i a b i l i t y  a t  m a tu rity , 
w hile  th e  second in te r p r e ta t io n  perm its  the term  to  be defin ed  a s  the 
amount o f cash th a t  cou ld .be  in v e s te d  now and thereby  provide a sum s u f f i ­
c ie n t  a t  m a tu rity  o f th e  debt to  s a t i s f y ,  o r  l iq u id a te ,  i t .  The f i r s t  
o f these  in te rp r e ta t io n s  thus measures l i a b i l i t i e s  in  term s o f the  an­
t ic ip a te d  amount o f cash re q u ire d , w hile the  second measures them in  term s 
o f th e  d iscoun ted  v a lu e , o r  p re se n t v a lu e , o f the  a n tic ip a te d  payment.
In  regard  to  th e  means o f  payment and th e re fo re  th e  measurement o f 
l i a b i l i t i e s ,  two b a s ic  c a te g o rie s  o f l i a b i l i t i e s  e x i s t .  The f i r s t  o f 
these  c a te g o r ie s  re q u ire s  payment in  cash , w hile  th e  second re q u ire s  th e  
performance o f a  se rv ice  o r th e  t r a n s f e r  o f an a s s e t  o th e r  th an  cash . 
Examples of item s inc luded  in  th e  second category  a re  l i a b i l i t i e s  a r is in g  
from advance payments by custom ers and those  a r i s in g  from commitments r e ­
q u ir in g  perform ance o f s e rv ic e s  f o r  customers fo llow ing  th e  p o in t o f s a le
^Sprouse and Koonitz, Op. Cit., p. 39*
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of merchandise to  them. In the case of items of th is  n a tu re , the amount 
of the advance or the estim ate of the cost value of serv ices to be p e r­
formed i s  an adequate measure of the l i a b i l i t y ,  since i t  measures the 
value, or bargained p ric e , of non-cash a s se ts  to  be tran sfe rred  a t  a la te r  
da te . Recognition of an amount sm aller than the bargained p rice  of the 
a sse ts  to  be tran sfe rred  would require  the concurrent recognition of an 
element of p ro f i t .  Since p ro f i t  generally  can not be recognized p r io r  to  
the time a t  which the agreed upon ob liga tion  i s  performed, the  bargained 
p rice  of non-cash a sse ts  to  be tran sfe rred  i s  an adequate measure of the 
burden of the l i a b i l i t y .  The problem then of determining whether to  
measure the l i a b i l i t y  as the an tic ip a ted  amount of cash required o r as 
the discounted value of th is  amount applies only in  s itu a tio n s  in  which 
sa tis fa c tio n  of the claim of the c red ito r requires a fu tu re  cash d isburse­
ment to  him by the debtor.
Not a l l  accounting th e o r is ts  agree on which method of measurement of 
l i a b i l i t i e s  requiring cash outlays i s  most sa tis fa c to ry  in  a l l  circum­
stances. The American Accounting A ssociation fo r  exanple, be lieves th a t 
the an tic ip a ted  cash payment co rrec tly  re f le c ts  the magnitude of the. bur­
den when i t  s ta te s  th a t l i a b i l i t i e s  .should be accorded accounting 
recognition in  the period -in  which money, goods, o r serv ices a re  received 
o r ob ligations incurred , and should be measured.. *by the agreed cash 
c o n s i d e r a t i o n . , T h e  "agreed cash consideration" presumably re fe rs  
to  the amount of. cash required to liq u id a te  the deb t, giving no considera­
tio n  to  the f a c t  th a t  some time lag nay be involved between.accounting 
recognition and ultim ate  settlem ent of the  l i a b i l i t y .  In  s itu a tio n s  in
J O  *
Accounting and Reporting Standards fo r  Corporate F inancial 
Statem ents, Op. C it, ,  p . 7.
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which th e r e  e x i s t  s h o r t- te rm  o b l ig a t io n s  w hich e x p l i c i t l y  reco g n ize  
i n t e r e s t ,  a s  i n  th e  case  o f  i n te r e s t - b e a r in g  n o te s ,  a c c o u n tin g  f o r  th e  
amount o f  th e  l i a b i l i t y  i n  te rm s o f  th e  fa c e  o f  th e  in s tru m e n t e x c lu s iv e  
o f  i n t e r e s t  w i l l  r e s u l t  i n  th e  r e p o r t in g  o f  th e  l i a b i l i t y  a t  i t s  d i s ­
coun ted  v a lu e . However, i f  th e  i n t e r e s t  charge  i s  n o t  an  e x p l i c i t  e le ­
m ent o f  th e  l i a b i l i t y ,  a s  i n  th e  case  o f  n o n - in te r e s t  b e a r in g  n o te s ,  th e  
Am erican A ccounting  A s s o c ia t io n  recommended p ro ced u re  would r e s u l t  i n  
r e p o r t in g  th e  l i a b i l i t y  a t  m a tu r i ty  v a lu e . T his p ro ced u re  th u s  r e s u l t s  
i n  th e  f a c t  t h a t  some l i a b i l i t i e s  a re  r e p o r te d  a t  m a tu r i ty  v a lu e s  e x c lu ­
s iv e  o f  i n t e r e s t  ch a rg es  w h ile  o th e r s  a r e  r e p o r te d  a t  m a tu r i ty  v a lu e s  
in c lu s iv e  o f  i n t e r e s t  ch a rg es .
T hat th e  o p in io n  o f  Sprouse and M oonitz i s  d i f f e r e n t  from  t h a t  o f  
th e  Am erican A ccounting  A s s o c ia t io n  i s  ev idenced  b y  th e  f a c t  t h a t  th e  
fo rm er s t a t e  t h a t  " . . . t h e  am ounts o f  o b l ig a t io n s  c a l l i n g  f o r  s e t t le m e n t  
in  c a sh  sh o u ld  be m easured by th e  fu tu r e  paym ents, d isc o u n te d  to  th e  
p r e s e n t  by  th e  use  o f  a  m arket ( y i e l d ,  e f f e c t i v e )  r a t e  o f  i n t e r e s t . " ^
Pa to n  advances a  s im i la r  co n cep t re g a rd in g  th e  m easurem ent o f  l i a b i l i t i e s  
i n  h is  d is c u s s io n  o f  th e  d isc o u n tin g  p ro c e s s  when he co n clu d es t h a t  d i s ­
coun ted  v a lu e  i s  an  amount t h a t  can a p p ro p r ia te ly  be rec o g n ize d  in  th e  
b a la n c e  s h e e t*^0
These two opposing  concep ts o f  th e  m easurem ent o f  l i a b i l i t i e s  w i l l  
r e s u l t  i n  th e  r e p o r t in g  o f  l i a b i l i t i e s  o f  d i s s im i la r  m agnitudes because  
i n t e r e s t  i s  g iven  e x p l i c i t  c o n s id e ra tio n  under, one concep t w h ile  i t  i s  
ig n o re d  in  th e  o th e r*  I n  th e  case  o f  s h o r t- te rm  t r a d e  o b l ig a t io n s ,  such
^ S p ro u s e  and M oonitz, Op.  C i t* , p .  39-
^ ° W ill i  am A. P a to n , “S p e c ia l  A p p lic a tio n s  o f  B is c o u n tin g ,“
J o u rn a l  o f  A ccountancy,  XLVI (O c to b e r, 19 2 6 ), 270.
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as accounts payable, which do not give recognition to the in terest  
fa cto r , the resu lts  obtained under e ith er  method o f measurement o f the 
l ia b i l i t y  w i l l  be su b stan tia lly  the same. This i s  due to the fa c t  that 
the burden of in te re st  i s  in s ig n ifica n t since the time lag between 
measurement and f in a l  settlem ent of the l ia b i l i t y  i s  short.
However, in  the case o f long-term l ia b i l i t i e s  in  which the time 
period i s  measured in  terms of years the burden o f in te r e st  i s  substan­
t i a l ,  and fa ilu re  to give recognition to i t  w i l l  resu lt in  s ig n if ica n tly  
d ifferen t measurements of the l ia b i l i t y .  I t  i s  therefore generally  
agreed that the discounted value of a l l  future payments, including in ­
te r e s t  and f in a l payment of the prin cip a l, should represent the amount 
of the l ia b i l i t y  to be recognised. Even though the discounted value of  
the future payments i s  reported, unequal amounts w il l  s t i l l  resu lt i f  
the coupon rate o f in terest carried by the contract of indebtedness
d iffe r s  from the going market rate o f in te r e st  fo r  other equally ad­
vantageous contracts. The problem involved in  the measurement of long­
term l ia b i l i t i e s  i s  thus one of determining which discounted value i s  
appropriate a s  a measure of the l ia b i l i t y .
The discounted value of the future payments computed on the b asis  
o f the coupon rate o f in terest resu lts  in  the recognition of the l i a b i l i ­
ty  a t  an amount equal to par, while confutation o f discounted value a t a 
market or e ffe c t iv e  rate o f in te r e st  resu lts  in  the recognition of an 
amount equal to  the amount of cash or other a sse ts  rea lized  upon issuance 
of the debt contract. Recognition o f par value as the amount o f the 
l ia b i l i t y  when the e ffe c t iv e  rate i s  d ifferen t from the coupon rate re­
su lts  in  the relegation of the excess o f issuance over par or par over 
issuance to another balance sheet c la s s if ic a t io n  and thereby resu lts  in
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the recogn ition  of an a ss e t  other than that fo r  which the debt was 
issu ed  or a l ia b il i ty -  in  add ition  to and separate from the debt contract 
i t s e l f .  The r e la t iv e  m erits o f using e ith e r  the coupon rate  or the  
market rate  as bases fo r  determining the burden o f the indebtedness w i l l  
be considered in  greater d e ta il  in  a la te r  chapter, and therefore the  
rendering o f judgment in  regard to  these w i l l  be postponed u n t i l  then.
Current p ractice  in  regard to  the measurement o f l i a b i l i t i e s  re­
quires th a t short-term  o b lig a tio n s not g iv ing  e x p l ic i t  recognition  to  
in te r e s t  be measured a t  an amount equal to  face  va lue, the amount o f cash  
that w i l l  require tran sfer  to s e t t le  the o b lig a tio n  a t  m aturity. For 
short-term  o b lig a tio n s  giving e x p l ic i t  recognition  to  in te r e s t  and which 
thereby require payment o f both in te r e s t  and p r in c ip a l, measurement i s  
based on discounted value o f th e  t o t a l  payment computed on the b a s is  o f 
the s ta te d  in te r e s t  charge. Likew ise, longer-term  o b lig a tio n s are measured 
in  terms o f future payments discounted to  present value through the use 
o f  the coupon rate o f in te r e s t .
C la s s i f ic a t io n  o f L ia b i l i t i e s
Measurement, or valuation  o f l i a b i l i t i e s ,  i s  concerned w ith the 
problem o f determining the amount a t  which to  report l i a b i l i t i e s  fo r  
f in a n c ia l statement purposes and as such assumes a great deal o f impor­
tance in  accounting fo r  l i a b i l i t i e s .  l i a b i l i t y  measurement i s  impor­
ta n t , sin ce  l i a b i l i t i e s  r e f le c t  means which in  the past were property of 
p a rties  ou tsid e the bu sin ess en terp r ise , means which were made ava ilab le  
to  the en terp rise  to  use in  obtain ing desired r e s u lts . They now rep­
resent claim s aga in st en terp rise  a s s e ts  and therefore assume a s ig n if ic a n t
^A* C. L itt le to n , Structure o f Accounting Theory (Columbus: 
American Accounting A ssoc ia tion , 195377 p . 35*
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p o s i t io n  in  th e  d e te rm ina tion  o f deb t paying c ap a c ity . A second a rea  
in  reg a rd  to  th e  re p o rtin g  o f  f in a n c ia l  da ta  concerning l i a b i l i t i e s  i s  
th e  de te rm ina tion  o f  a p p ro p ria te  c la s s i f i c a t io n  o f l i a b i l i t i e s .
The need f o r  a p p ro p ria te  c la s s i f i c a t io n  o f  ba lance  sheet item s was 
d iscu ssed  in  th e  preced ing  c h ap te r . Account c la s s i f i c a t io n ,  a s  suggested  
a t  th a t  tim e, has been g r e a t ly  in flu e n ce d  by n a tu ra l  groupings which 
c h a ra c te r iz e d  e a r ly  acco u n tin g , and t h i s  f a c t  le d  to  c la s s i f i c a t io n  o f 
l i a b i l i t i e s  acco rd ing  to  names o f c r e d i to r s .5 2 This n a tu r a l  method of 
c la s s i f i c a t io n  was p r a c t ic a l  and ad eq u a te , s in ce  a t  t h a t  tim e th e  prim ary  
purpose o f accounting  was to  m ain tain  an h i s to r i c a l  reco rd  o f  t r a n s a c ­
t io n s  a s  a  b a s is  f o r  determ ining e n t i t y  charges and d is c h a rg e s .53 The 
l a t e r  adop tion  of f in a n c ia l  p e rio d s  and th e  p e r io d ic  p re p a ra tio n  o f 
accounting  re p o r ts  p re sen tin g  d e ta i le d  in fo rm ation  i n  regard  to  a s s e ts  
and l i a b i l i t i e s  p rov ided  u s e fu l  d a ta  which could  se rv e  a s  a  b a s is  f o r  
c r e d i t  a n a ly s is ,  o r  so lvency d e te rm in a tio n . T his emphasis on th e  c r e d i t  
v iew poin t r e s u l te d  i n  th e  development o f  th e  custom o f re p o r tin g  l i a b i l i ­
t i e s  in  th e  o rd e r o f  t h e i r  due d a te .5 h
There a re  th re e  m ajor c r i t e r i a  to  use a s  a  b a s is  f o r  th e  determ ina­
t io n  o f the  adequacy of a  system  of account c la s s i f i c a t io n .  They a re :
(1) “The c la s s e s  a re  m utually  e x c lu s iv e . No item  i s  p ro p e rly  
p laced  in  more than  one c la s s .
(2) “The c la s s e s  exhaust th e  u n iv e rse  c l a s s i f i e d .  Every item  
can be p ro p e rly  p laced  in  some c la s s .
(3) "The b a s is  f o r  c la s s i f i c a t io n  should be s ig n i f i c a n t ,  should  
have meaning to  th e  u se r  o f th e  c l a s s i f i e d  d a ta . 15
52Gilman, Og. C i t . ,  p . 258.
53 ib id . . p .  258.
5U lbid . ,  p . 259.
55b . E. Goetz and F. R . K le in , Accoun tin g  in  A c tio n , I t s  Meaning 
f o r  Management (Cambridge: The R iv ers id e  P re s s , l^ S b ), p .  l5 l7 ~
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Item s one and two a re  s e lf -e x p la n a to iy , bu t e la b o ra tio n  o f item  
th re e  i s  e s s e n t ia l .  In  o rder f o r  l i a b i l i t y  c la s s i f i c a t io n s  to  have s ig ­
n if ic a n c e  and to  have meaning f o r  the  sta tem en t u s e r ,  i t  i s  n ecessa ry  to  
adopt a method o f c la s s i f i c a t io n  which i s  c o n s is te n t w ith  the c l a s s i f i c a ­
t io n  procedure a p p lied  to  a s s e t s .  Gilman emphasizes t h i s  need a s  fo llow s 
as i t  a p p lie s  to  s p e c if ic  ru le s  which could be adopted f o r  c la s s ify in g  
both a s s e t s  and l i a b i l i t i e s  a s  c u rre n t . The ru le  th a t  i s  adopted " . . . i s  
le s s  im portan t th an  co n sis ten cy  between th e  two groups. The. t e s t  f o r  
in c lu s io n  o r  ex c lu sio n  in  e i th e r  group should  be c o n s is te n t w ith  th e  t e s t  
adopted  f o r  th e  o th e r  since  th e  t o ta l s  a re  s ig n i f ic a n t  only  when com­
p a r e d . " ^  xhe ab so lu te  amounts of c u rre n t a s s e ts  and cu rren t l i a b i l i ­
t i e s ,  fo r  example, have l i t t l e  s ig n if ic a n c e  when is o la te d *  However, when 
the  two to ta l s  a re  compared, th e  r e la t iv e  s iz e  o f th e  two can be d e te r ­
mined. The r e la t iv e  s iz e  i s  s ig n i f ic a n t ,  s ince  i t  g ives  an in d ic a tio n  
of th e  c u rren t reso u rces a v a i la b le  to  the  firm  and th e  e x te n t o f the  
c laim s a g a in s t th e  c u rre n t re so u rce s .
H a tf ie ld  s t r e s s e s  the  need o f c la s s ify in g  l i a b i l i t i e s  between c u r­
re n t  and long-term  a s  fo llow s: "T h e ...v a lu e  o f the  balance sheet i s  i n ­
creased  i f  some c la s s i f i c a t io n  i s  m de* . .o f  d e b t . . .*  A showing o f the  
funded o r  long time deb t se p a ra te  from th e  sh o rt tim e o r  f lo a t in g  debt 
i s  o f  g re a t im portance, in d ic a t in g , a s  i t  does, th e  immediate f in a n c ia l  
s tre n g th  o f the  c o n c e rn . . . .
S h o rt-te rm , o r  c u rre n t l i a b i l i t i e s ,  a re  most f re q u e n tly  rep resen ted  
by open acco u n ts , sh o rt- te rm  n o te s , accrued  l i a b i l i t i e s ,  and customer
^G ilm an , Op. C it* , p . 265.
Henry R. H a tf ie ld , Modern Accounting (New York: D. Appleton
and C o., 1922), p .  186.
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advances, w hile long-term  l i a b i l i t i e s  a re  g en era lly  rep resen ted  by bonds, 
m ortgages, long-term  n o te s , and o th e r  co n trac ts  o f indeb tedness . The 
d is t in c t io n  between these  two c la sse s  o f l i a b i l i t i e s  i s  s ig n if ic a n t  to  
bo th  management and c re d i to r s ,  since  i t  rep re sen ts  one o f the  v a ria b le s  
which has a  s ig n if ic a n t  in flu en ce  on sh o rt-te rm  solvency. The main­
tenance o f immediate solvency re q u ire s  th a t  cash be a v a ila b le  f o r  th e  
s a t i s f a c t io n  o f sh o rt-te rm  l i a b i l i t i e s ,  and th e re fo re  the  p ro v is io n  of 
funds fo r  payment of these  co n stan tly  maturing o b lig a tio n s  i s  a  problem 
w ith  which management must always be concerned. Likewise, from the s ta n d ­
p o in t o f c re d i to r s ,  excessive cu rren t l i a b i l i t i e s  r e la t iv e  to  c u rre n t 
a s s e ts  may rep re sen t a  p o te n t ia l ly  dangerous s i tu a t io n  which nay have an 
adverse in flu en ce  on th e  c o l l e c t ib i l i t y  o f c laim s.
Paton sums th e  s ig n if ic an c e  and d e s i r a b i l i ty  of th e  cu rren t o r  non- 
c u rre n t b a s is  o f c la s s i f ic a t io n  of both a s s e ts  and l i a b i l i t i e s  as f o l ­
lows:
"The s in g le  balance sh e e t, i f  p roperly  c la s s i f ie d ,  
a ffo rd s  a b a s is  fo r  a  considerable degree of a n a ly s is . In  
p a r t i c u la r ,  the  importance of comparisons between sp e c ia l  
groups o f item s on th e  opposite  sides may be noted in  t h i s  
connection . A comparison of quick o r l iq u id  a s s e ts  w ith  
cu rre n t l i a b i l i t i e s ,  f o r  example i s  o f value in  in d ic a tin g  
immediate f in a n c ia l  stand ing  and, hence, in  fu rn ish in g  a 
r a t io n a l  b a s is  f o r  the fo rm ula tion  o f c u rren t f in a n c ia l  
p o l ic ie s .  S im ila r ly , comparisons between f ix e d  a s s e ts  and 
long-term  l i a b i l i t i e s ,  between the  t o t a l  o f a s s e ts  and the  
t o t a l  o f l i a b i l i t i e s .« .may be o f d i s t in c t  value to  the  im­
mediate management and to  o th e rs  in te r e s te d .  Experience 
in  the  p a r t ic u la r  in d u stry  u su a lly  dem onstrates the  f a c t  
th a t  r a t io s  between im portant f in a n c ia l  elem ents have a 
c e r ta in  normal range, and th a t  inconvenience o r  even f in a n ­
c i a l  danger i s  in d ic a te d  when abnormal re la tio n sh ip s  a re  
e s ta b lis h e d . ”58
There i s  no major o b jec tio n  to  th e  g en era lly  accep ted  method of 
c la s s ify in g  l i a b i l i t i e s  between c u rre n t and long te r n  i f  b l in d  adherence
^®Paton, Accounting, Op. Cit., p. 3£.
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to  th e  r u le  i s  a v o id e d . $9 B lin d  adherence  to  th e  ru le  may le a d  to  th e  
p r e s e n ta t io n  o f  in a p p ro p r ia te  r e la t io n s h ip s  betw een b a la n ce  s h e e t  i te m s . 
For exam ple, i f  an  o u ts ta n d in g  is s u e  o f lo n g -te rm  d e b t i s  n e a r in g  m atu­
r i t y  b u t  w i l l  be re fu n d ed  th ro u g h  th e  f l o a t a t i o n  o f  a  new is su a n c e  o f  
d eb t in s tru m e n ts ,  in c lu s io n  o f  th e  o u ts ta n d in g  is s u e  among c u r re n t  l i ­
a b i l i t i e s  w i l l  r e s u l t  i n  an o v e rs ta te m e n t o f  c u r r e n t  d e b t ,  s in c e  th e  o ld  
i s s u e  w i l l  n o t r e q u ire  th e  d isbu rsem en t o f c u r r e n t  a s s e t s  a l r e a d y  h e ld  
by th e  f irm  and  hence i n  e f f e c t  i s  n o t c u r r e n t  from  an  a cc o u n tin g  s ta n d ­
p o in t .  L ikew ise , i f  a  s p e c i f i c  fu n d  has been accum ula ted , th e  p ro ceed s 
o f  w hich w i l l  be  u se d  to  r e t i r e  a  m atu ring  i s s u e  o f  d e b t ,  n e i t h e r  th e  
fund n o r  th e  d eb t need be c l a s s i f i e d  a s  c u r r e n t ,  s in c e ,  from  an  a c c o u n t­
in g  p o in t  o f  v iew , n e i th e r  c u r r e n t  funds a re  a v a i la b le  f o r  o p e ra t io n s  o f 
th e  f i rm  n o r a r e  th e r e  c u r r e n t  l i a b i l i t i e s  w hich re q u ire  s a t i s f a c t i o n  
from  o p e ra tin g  re s o u rc e s .
G iving  e x p l i c i t  r e c o g n it io n  to  e x c e p tio n a l  c a se s  i n  l i a b i l i t y  
c l a s s i f i c a t i o n ,  such  a s  th o se  i n  w hich c u r r e n t  a s s e t s  w i l l  n o t  be d i ­
m in ish ed  th rough  th e  re t i r e m e n t  o f  lo n g -te rm  d e b t ,  r e s u l t s  in  th e  a c ­
cep tance  o f  due d a te  a s  a  b a s i s  f o r  l i a b i l i t y  c l a s s i f i c a t i o n .  T h is 
method i s  a ls o  a c c e p ta b le  from  th e  s ta n d p o in t  o f  c o n s is te n c y , s in c e  a  
tim e b a s i s  i s  employed in  th e  c l a s s i f i c a t i o n  o f  a s s e t s  an d  c o n seq u en tly  
c o m p a ra b ility  betw een s u b to ta l s  o f  b o th  a s s e t s  and  l i a b i l i t i e s  i s  ob­
t a in e d .
^ W il l ia m . A. F a to n , " C la s s i f ic a t io n  and Sequences i n  F in a n c ia l  
S ta te m e n ts , n A ccounting Problem s in  War C o n tra c t T e rm in a tio n , T axes, 
and  Post-W ar P la n n in g , P ap e rs  P re se n te d  a t  th e  F i f ty - S ix th  Annual Meet­
in g ,  1913, {New York: Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b lic  A cco u n tan ts ,
191*3), P . 67 .
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Summary
L ia b ilit ie s  are le g a l i s t ic  in  nature. They represent means which 
in  the past belonged to someone outside the boundaries o f the enterprise  
and which were transferred to the enterprise for use in  rea liz in g  i t s  
ob jectives. L ia b ilit ie s  thus resu lt from past transactions. In addition  
they represent claims which are subject, to calculation or reasonable 
estimation and which w i l l  require sa tis fa c tio n  in  the fu tu re .in  accord­
ance with cred itors ' terms through the transfer o f cash or other a sse ts .
There are several fundamental schools o f thought which have devel­
oped as means o f explaining the basic framework o f accounting theory, 
and under which d ifferen t concepts o f l i a b i l i t i e s  have developed. Two 
of these—the proprietary and e n tity  th eories—have gained some degree 
of recognition. Under both theories the business firm  i s  the center of 
atten tion , but a difference of viewpoint concerning the concept o f  
l i a b i l i t i e s  e x is t s .  Under the proprietary theory l i a b i l i t i e s  are con­
sidered as debts o f the proprietor, or personal debts, which take pre­
cedence over h is cap ita l contributions. Under the e n tity  theory, the 
firm i s  conceived o f as an en tity  separate and d is tin c t  from p arties who 
furnish funds. The imparting o f personality to  the e n tity  thus resu lts  
in  the notion that l ia b i l i t i e s  are claims against the a s s e ts .o f  the  
e n tity  rather than debts o f the proprietor. In view of the predominance 
of the corporate form of business organization, the e n tity  theory of the 
firm has become more r e a l is t ic  and hence more u sefu l than the propri­
etary theory.
Measurement of a l ia b i l i t y  refers to the determination o f the burden 
of the ob ligation . The measurement of l ia b i l i t i e s  presents, le s s  o f a 
problem than does the measurement of a s s e ts . The amounts are generally
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f ix e d  and d e f in it e ,  or rea d ily  determ inable, s in ce  l i a b i l i t i e s  r e su lt  
from past tra n sa c tio n s, and, from a going concern standpoin t, must be 
paid  in  f u l l .
Another s ig n if ic a n t  area w ith  which the reporting o f  f in a n c ia l  data 
regarding l i a b i l i t i e s  i s  concerned i s  the determ ination o f proper c la s s i ­
f ic a t io n .  C la s s if ic a t io n  r e fer s  to  the grouping togeth er  o f l i a b i l i t i e s  
w ith s im ila r  c h a r a c te r is t ic s . The b a s is  fo r  c la s s i f ic a t io n  o f  l i a b i l i ­
t i e s  i s  predominantly time o f  payment, w ith  the r e s u lt  that, current and 
long-term  c la s s i f ic a t io n s  have developed.
On the b a s is  o f  the preceding d iscu ssio n  concerning the concept o f  
l i a b i l i t i e s ,  the fa c t  can be demonstrated th at a n tic ip a tio n  p lays a ro le  
in  the accounting recogn ition  o f l i a b i l i t i e s .  A ll  l i a b i l i t i e s  represent 
fu tu re  a s s e t  tr a n sfe r s , and as such in  e f f e c t  are fu tu re  rather than 
p resen t o b lig a t io n s . A firm  i s  under no le g a l  o b lig a tio n  to  pay a 
l i a b i l i t y  u n t i l  the m aturity date a r r iv e s , and therefore  l i a b i l i t i e s  
as reported in  accounting statem ents represent a n tic ip a ted  le g a l  l i a b i l i ­
t i e s .  The firm  w i l l  becom e.ob ligated .to  perform a s p e c if ic  a c t  a t  ma­
tu r ity  o f th e  l i a b i l i t y ,  but i s  not o b lig a ted  to do anything p r ior  to  
m aturity. Items reported as l i a b i l i t i e s  can thus conceivably be con­
sid ered  a s  a n tic ip a ted  l i a b i l i t i e s ,  w ith  a c tu a l l i a b i l i t i e s  developing  
a t  due d ate . Even though l i a b i l i t i e s  in  a sense are a n t ic ip a t io n s , th is  
f a c t  in d ic a te s  no lack  o f  d e f in it iv e n e ss  in  regard to  amount, date, or  
method o f  payment*
CHAPTER IV
THE ROLE OF ANTICIPATION IN ACCOUNTING FOR CURRENT ITEMS
In troduction
U n til e a rly  in  the  tw en tie th  cen tury , corporate rep o rtin g  to  in d i­
v iduals o r groups ou tside  the boundaries of the e n ti ty ,  i f  form al r e ­
p o rts  were published a t  a l l ,  consisted  p r in c ip a lly  o f presen ting  a 
statem ent o f th e  a s s e ts ,  l i a b i l i t i e s ,  and net.w orth  of the  f irm . Income 
was then asce rta in ed  by statem ent u sers through a comparison of ne t 
worth f ig u re s  a t  the  beginning and end of the p e rio d , a f t e r  giving due
considera tion-to  c a p ita l  tra n sa c tio n s . Statem ent analy sis  was p rim arily  
concerned with the determination of two sign ifican t, elements—the deter­
m ination of solvency and the consistency of increases, in  n e t worth.
The mode of accounting thought a t . t h a t  tim e, as charac terized  by 
the accepted balance sheet-approach, i s  a p tly  summarized by Charles 
Sprague, who considered.the balance s h e e t - . a s  the. groundwork of a l l  
accounting, the o rig in  and terminus of every a c c o u n t . R e a l i z i n g  the  
sign ificance  of income, however, he adds, “the whole purpose of the 
business strugg le  i s  increase  of w ealth , th a t  is . increase, o f p ro p ri­
e to r s h ip .* ..  The a ll-im p o rtan t purpose o f the p ro p rie ta ry  accounts i s  
to  measure the  success o r f a i lu r e , in  increasing  w ealth ,-and..to . analyze 
th a t  success o r  f a i lu re  so .a s  to  a sc e r ta in  i t s  c a u s e s . . . ." ^
•*Op. C it . ,  p . 26.
2Ib id . , p . 59 .
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The mode o f  th o u g h t which c u r r e n t ly  c h a ra c te r iz e s  th e  concept o f  
acco u n tin g  and  th e  o b je c t iv e s  to  w hich th e  e v o lu tio n a ry  p ro c e ss  o f  de­
velopm ent has c a r r ie d  t h i s  concept can be s t a t e d  a s  fo llo w s :
MThe u se s  to  which th e  c o rp o ra te  system  i s  p u t  and th e  
c o n tro ls  to  w hich i t  i s  s u b je c t  change from  tim e to  tim e , 
and  a l l  p a r t s  o f  th e  m achinery must be ad ap ted  to  meet 
changes a s  th e y  o c c u r . I n  th e  p a s t  f i f t y  y e a rs  th e re  has 
been an  in c re a s in g  u se  o f  th e  c o rp o ra te  system  f o r  th e  p u r­
pose  o f  c o n v ertin g  in to  r e a d i ly  t r a n s f e r a b le  form  th e  own­
e rs h ip  o f  l a r g e ,  complex, and more o r  le s s  perm anent b u s in e s s  
e n te r p r i s e s .  T his e v o lu tio n  has b ro u g h t i n  i t s  t r a i n  c e r ­
t a i n  u s e s  o f  th e  p ro c e ss e s  o f  law and acco u n tin g  which have 
le a d  to  th e  c r e a t io n  o f  new c o n t r o l s ,  r e v is io n s  o f  th e  law s, 
and  re c o n s id e ra t io n  o f  acco u n tin g  .p ro ced u res .
"As a  r e s u l t  o f  t h i s  developm ent, th e  problem s i n  th e  
f i e l d  o f  a cc o u n tin g  have in c r e a s in g ly  come to  be c o n s id e re d  
from, th e  s ta n d p o in t  o f  th e  buyer o r  s e l l e r  o f  an  i n t e r e s t  
i n  an  e n te r p r i s e ,  w ith  consequent in c re a s e d  re c o g n it io n  o f 
th e  s ig n i f ic a n c e  o f  th e  income s ta te m e n t and a  tendency  to  
r e s t r i c t  na rro w ly  ch arg es and c r e d i t s .to  su x p lu s . The f a i r ­
e s t  p o s s ib le  p re s e n ta t io n  o f  p e r io d ic  n e t  incom e, w ith  n e i th e r  
m a te r ia l  o v e rs ta tem en t n o r u n d e rs ta te m e n t, i s  im p o rta n t, s in c e  
th e  r e s u l t s  o f  o p e ra tio n s  a re  s ig n i f i c a n t  n o t o n ly  to  p ro ­
s p e c t iv e  b u y e rs  o f  an  i n t e r e s t  i n  th e  e n te r p r is e  b u t  a ls o  
t o  p ro s p e c t iv e  s e l l e r s .  W ith th e  in c re a s in g  in p o rta n c e  o f  
th e  income s ta te m e n t th e re  has been a  tendency  to  re g a rd  th e  
b a lan ce  s h e e t  a s  th e  co n n ec tin g  l in k  betw een su c c e ss iv e  i n ­
come s ta tem en ts^  however t h i s  concep t shou ld  n o t obscure  th e  
f a c t  t h a t  th e  b a la n ce  s h e e t  has s ig n i f i c a n t  u se s  o f  i t s  own.,f-3
The Concept o f  Working C a p ita l
One o f  th e  s p e c i f i c  u se s  to  w hich th e  b a lan ce  sh e e t can be p u t i s  
th e  d e te rm in a tio n  o f  s h o r t- te rm  so lvency  o f  th e  f i rm . The c u r r e n t  p o s i­
t i o n ,  a s  m easured by th e  amount o f  w orking c a p i t a l ,  w orking c a p i t a l  r a t i o ,  
a c i d - t e s t  r a t i o ,  p e rcen tag e  d i s t r ib u t i o n  o f  c u r r e n t  a s s e t s ,  and o th e r  
s im i la r  m easures, has long been co n sid ered  im p o rtan t a s  a  t e s t  o f
3
R estatem ent and  R ev is io n  o f  A ccounting R esearch  B u l le t in s  
(New York: Am erican I n s t i t u t e  o f  C e r t i f ie d  P u b lic  A cco u n tan ts , 1953),
p . 7 .
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immediate solvency, and i t  does have a g rea t deal o f s ign ificance  in  
th is  connection.k
The need fo r  l iq u id i ty  and solvency i s  basic  fo r  business success, 
w ith  the scope of a c t iv i ty  of the e n te rp rise  s ig n if ic a n tly  a ffe c te d  by 
the  presence o r  lack  of su f f ic ie n t  working c a p ita l .  Working c a p ita l  must 
increase w ith each round of conversions from cash—through in term ediate 
stages o f inven to ries and receivab les—to  cash, i f  expansion of opera­
tio n s  and f a c i l i t i e s  i s  to  be made through the use of accumulated current 
funds. I f  working c a p ita l  does not increase  w ith each cycle , i t  i s  soon 
mandatory fo r  the firm  to  incu r a d d itio n a l l i a b i l i t i e s  o r secure add i­
t io n a l  c a p ita l  con tribu tions in  order to  make up fo r  the  lack  of working 
c a p i ta l .  A progressive increase  in  working c a p ita l  from w ith in  i s  re ­
quired  i f  the firm  i s  to  have s u f f ic ie n t  funds fo r  the  re tirem ent of 
maturing deb t, purchase of raw m ateria ls and su p p lies , the payment of 
wages and o th er operating expenses, and the d is tr ib u tio n  of earnings to  
owners. Among the re q u is ite s  fo r  business success, th e re fo re , perhaps 
none has g rea te r sign ificance  than the need fo r  an adequate degree of 
l iq u id i ty  of the firm .
Determination of l iq u id ity  of the firm  i s  not an easy m atter, and i s  
made more d i f f ic u l t  due to  the lack  of uniform ity th a t  e x is ts  in  regard 
to  the  meaning of the terra l iq u id i ty  and i t s  re la te d  concepts, working 
c a p ita l  and solvency* Thus two problems develop concerning the d iscus­
sion  of the cu rren t p o sitio n  of the firm . The f i r s t  i s  concerned w ith 
the meaning of working c a p ita l ,  and the second, w ith the meaning and source 
of l iq u id i ty  and solvency. Once acceptable d e fin itio n s  of the terms
"William A. Paton, Advanced Accounting (New York: The Mac­
m illan  Co., 19/|1), p . 661.
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working c a p i t a l ,  l i q u i d i t y ,  and so lvency  a re  developed , pe rh ap s a c c o u n t­
a n t s ,  f i n a n c ie r s ,  and businessm en may f in d  i t  e a s i e r  to  have a  common 
b a s is  f o r  d is c u s s io n .
The E q u ity  Concept o f  Working C a p i ta l . An exam ination  o f  w r i t in g s  
in  t h i s  a r e a  re v e a ls  th e  la c k  o f  u n ifo rm ity  t h a t  e x i s t s  i n  th e  d e f in i ­
t io n  o f  th e  term  w orking c a p i ta l*  K ohler s t a t e s  t h a t  working c a p i t a l  i s  
" C a p ita l  i n  c u r re n t  u se  in  th e  o p e ra tio n  o f  a  b u s in e s s :  The e x cess  o f
c u r r e n t  a s s e t s  o v e r c u rre n t  l i a b i l i t i e s :  Net c u rre n t  a s s e t s .  A s im i­
l a r  d e f in i t i o n  i s  p re s e n te d  i n  R estatem ent and R ev is io n  o f  A ccounting 
R esearch  B u l le t in s  by th e  Committee on A ccounting P rocedure  o f  th e  Ameri­
can I n s t i t u t e  o f  C e r t i f i e d  P u b lic  A cco u n tan ts , i n  w hich w orking c a p i ta l  
i s  d e fin ed  a s  fo llo w s : "Working c a p i t a l ,  som etim es c a l le d  n e t  working
c a p i t a l ,  i s  re p re s e n te d  by th e  e x cess  o f  c u r re n t  a s s e t s  o v e r c u rre n t 
l i a b i l i t i e s  and  i d e n t i f i e s  th e  r e l a t i v e l y  l iq u id  p o r t io n  o f  t o t a l  e n te r ­
p r i s e  c a p i t a l  w hich c o n s t i tu te s  a  m argin  o r  b u f f e r  f o r  m eeting o b lig a ­
t io n s  w ith in  th e  o rd in a ry  o p e ra tin g  cy c le  o f  th e  b u s in e s s ." ^  K e ste r 
o f f e r s  a  d e f in i t i o n  o f th e  term  w hich i s  in  agreem ent w ith  th o se  o f fe re d  
by K ohler and  th e  American I n s t i t u t e  o f C e r t i f i e d  P u b lic  A ccoun tan ts . In  
h is  w ords, working c a p i t a l  i s  " . . . t h e  excess o f  c u rre n t  a s s e t s  over 
c u r re n t  l i a b i l i t i e s ,  i . e . ,  th e  n e t  c u r r e n t  a s s e t s . * .*"?
On th e  b a s is  o f  th e s e  d e f in i t io n s  i t  can be concluded t h a t  th e re  i s  
agreem ent among a c c o u n ta n ts  t h a t  w orking c a p i t a l  r e p re s e n ts  an e q u ity  
co n cep t, n e t  owned c u r r e n t  a s s e t s .  A s im i la r  concep t o f  w orking c a p i t a l
C i t . ,  p . 513.
^Qp. C i t . , p . 20.
?Roy B* K e s te r , P r in c ip le s  o f A ccounting (F o u rth  R evised 
E d it io n ;  New York: Ronald P re s s  C o ., 1939), p .  31.
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i s  he ld  by w r i te r s  in  th e  f i e l d  of f in an c e . Working c a p ita l  i s  defined 
in  th e  Corporate T reasurer*s and C ontroller* s Handbook as the  d iffe ren ce  
between the d o lla r  to ta l s  o f cu rren t a s se ts  and c u rren t l ia b i l i t ie s * ®  
Guthmann and Dougall define working c a p i ta l  s im ila r ly , when they s ta te  
the  opinion th a t  i t  i s  the  excess of cu rren t a s se ts  over c u rren t l i a b i l i ­
t i e s ,  o r  the  p a r t  o f cu rren t a s s e ts  th a t  has been supp lied  by the  perma­
nent in v e s to rs .^
A comparison o f d e f in it io n s  o f working c a p ita l  p resen ted  by account­
ing and business finance  w r ite rs  in d ic a te s  the general agreement th a t  
e x is ts  in  regard to  the  meaning o f the  term  as used in  th e  l i t e r a tu r e  of 
those f i e ld s .  The term working c a p i ta l  i s  a sso c ia te d  w ith  the a lg e b ra ic  
d iffe ren ce  between c u rre n t a s s e ts  and c u rre n t l i a b i l i t i e s .  This concept 
o f working c a p ita l  s tre s s e s  the eq u ity  o f the  firm  in  the  c u rre n t a s s e ts  
employed, and the concept o f working c a p i ta l  i s  thus a n e t eq u ity  con­
cep t ra th e r  than  a d esc rip tio n  of m a te ria l wealth*. Thus no c a p i ta l  in
the sense of m a te ria l p roperty  i s  involved in  th e  concept of working
c a p i ta l  in  the  accoun tan t’s sense , bu t in s te a d  i t  rep re se n ts  the d i f f e r ­
ence between two d is s im ila r  accounting item s, p roperty  and o b lig a tio n s . 
Current a s s e ts  rep resen t the p ro p erty  involved in  the determ ination  of 
working c a p ita l  and c u rre n t l i a b i l i t i e s  rep resen t the o b lig a tio n s , o r  
claim s involved. Since i t  cannot be determined which s p e c if ic  elements 
making up the  t o t a l  o f c u rre n t a s s e ts  c u rre n t c re d ito rs  have' a claim  
a g a in s t, the  term working c a p ita l  thus becomes a  generic  one ra th e r  than 
a d e sc rip tio n  of sp e c if ic  a s s e t  item s.
O
°IA lliam  D oris, Corporate Trea s u re r ’s and C o n tro lle r1s Handbook 
(New Tork: P re n tic e -H a ll, I n c . ,  1950), p . 338.
^H. G. Guthmann and H. E. Dougall, Corporate F in a n c ia l P o licy
(Third E d itio n ; New York: P re n tic e -H a ll, I n c . , 1955), p . 3$7.
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F u n c tio n a l Concept o f Working C a p ita l . In  o rd e r to  g ive a  g r e a te r  
degree o f  re c o g n itio n  to  a s p e c i f ic  c la s s i f i c a t io n  o f a s s e t s ,  d e f in i ­
t io n s  o f working c a p i ta l  in  term s o f  fu n c tio n  perform ed by s p e c if ic  
a s s e ts  have a ls o  developed. Proponents o f  d e f in i t io n s  o f working c a p i ta l  
s t a te d  in  term s o f  fu n c tio n  perform ed look to  th e  fu n c tio n  o f a s s e t s  a s  
being  o f dominant s ig n if ic a n c e , w hile  proponents o f  th e  e q u ity  view o f 
working c a p i ta l  a re  more concerned w ith  th e  ownership o f c u rre n t a s s e t s . ^  
• W ilford  Eitem an, f o r  example, s t r e s s e s  th e  s ig n if ic a n c e  o f  fu n c tio n  p e r­
formed by a s s e ts  when he co n sid ers  working c a p i ta l  to  in c lu d e  any a s s e ts  
used during an accoun ting  p e rio d  " . . . t o  induce a  c u rre n t income o f a 
type c o n s is te n t  w ith  th e  m ajor purpose o f  a  congpany’ s e x is te n c e .
M ueller proposes a  s im ila r  d e f in i t io n  o f  th e  term  in  th e  fo llow ing  words: 
"The term  working c a p i ta l  should  be coex tensive  w ith  c u rre n t a s s e t s . " ^  
K ohler’s d e f in i t io n  quoted  e a r l i e r ,  i n  which he considers working 
c a p i ta l  a s  " c a p i ta l  in  c u rre n t  use  in  th e  o p e ra tio n  o f  th e  b u s in e ss"  and 
a ls o  a s  " n e t c u rre n t a s s e t s ,"  touches on th e  dual a sp e c ts  o f  th e  prob­
lem. "C a p ita l i n  c u rre n t use" can be in te r p r e te d  to  mean w e a lth , o r
a s s e t s ,  i n  c u rre n t u se , an in te r p r e ta t io n  which would be synonymous w ith  
c u rre n t  a s s e ts ;  w hile  "n e t c u rre n t a s s e ts "  r e f e r s  to  th e  eq u ity  o f  th e  
f irm  c a r r ie d  in  th e  form o f c u rre n t a s s e t s .  Moore and Jaed icke take 
cognizance o f th e  te rm in o lo g ic a l d i f f i c u l t i e s  invo lved  when th ey  recog­
n ize  the  f a c t  th a t  th e  term  working c a p i ta l  i s  a p p lie d  to  th e  t o t a l  of
■̂®F. W. M ueller, J r . ,  "C orporate Working C a p ita l  and l iq u id i ty ,"  
Jo u rn a l o f  B usiness o f  th e  U n iv e rs ity  o f Chicago, XXVI (1953), 158.
H. Waterman, e d . ,  Essays in  B usiness F inance (Ann A rbor:
M asterco P re s s , 1952), p .  205.
^ M u e lle r ,  0j>. C i t . ,  p .  172.
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current a sse ts  and a lso  to  the excess of current a sse ts  over current 
l i a b i l i t i e s ,  and on th a t basis  recommend the use of the term net working 
c a p ita l to c lea riy  d istingu ish  between the two m eanings.^
Reconciliation of Equity and Functional Concepts. The d iffe ren t %,s 
between the two concepts of working c ap ita l can be reconciled when the 
meaning of the term c a p ita l i s  considered in  g rea te r d e ta i l .  C apital, 
as the term i s  used in  an accounting framework, re fe rs  ”to the p rop ri­
e torsh ip  or ne t worth, the equity of the owners o r stockholders.”-^ I t  
i s  also used when one i s  re fe rring  nto the to ta l  invested funds employed 
by an e n te rp rise .”^  On the basis of the accounting defin ition  of capi­
t a l ,  i t  can be demonstrated th a t the term working c a p ita l , when defined 
as an equity  concept, i s  consistent with accepted accounting usage.
Substitu tion  of the accounting meaning of the word cap ita l in  the term 
working c ap ita l reveals the fa c t  th a t acceptable accounting usage re ­
quires th a t  ne t equity  in  current asse ts  be associated with the term, 
since c a p ita l does re fe r  to an investment of equity  funds. Since working 
c a p ita l in  accounting terminology does re fe r  to  the equity  of the firm  in  
the current a sse ts  the firm  u t i l iz e s  in  i t s  current operations, th is  con­
cept of working c ap ita l i s  ju s t if ia b le  and consisten t. Working c ap ita l 
thus ind icates the ex ten t to  which current a sse ts  are financed by cap ita l 
funds, with the remainder of the claims against current a sse ts  represented 
by short-term  debt evidenced by claims of c red ito rs  and c la s s if ie d  fo r  
reporting purposes as current l i a b i l i t i e s .
I
^ C . L. Moore and R. K« Jaedicke, Managerial Accounting 
(C incinnati; South-Western Publishing Co. ,1 9 6 3 ) ,  p ." 1^2.
^Mason, Fundamentals of Accounting. Og. C i t . ,  p . 210.
^ I b i d . , p . 210.
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The te rm  c a p i t a l  a s  u s e d  i n  a n  econom ic fram e o f  r e f e r e n c e  i s  
n . .  •commonly d e f in e d  a s  w e a lth  w h ich  man h as  p ro d u ced  o r  a s  p ro d u c e d  
goods u se d  i n  f u r t h e r  p r o d u c t io n ;  t h a t  f a c t o r  o f  p ro d u c t io n  w h ich  p e rm its  
th e  u se  o f  ro u n d ab o u t o r  c a p i t a l i s t i c  m ethods o f  p r o d u c t i o n . " ^  S u b s t i ­
t u t i o n  o f  t h i s  d e f i n i t i o n  o f  c a p i t a l  i n  th e  te rm  w o rk in g  c a p i t a l  p e rm its  
a  b ro a d e r  i n t e r p r e t a t i o n  o f  th e  te rm  th a n  t h a t  p e r m i t t e d  i n  th e  a c c o u n t­
in g  d e f i n i t i o n ,  an d  th u s  r e s u l t s  i n  th e  te rm ’ s  b e in g  synonymous w i th  
c u r r e n t  a s s e t s .  T h is  d e f i n i t i o n  o f  w ork ing  c a p i t a l  i s  t h e r e f o r e  con­
s i s t e n t  w i th  th e  d e f i n i t i o n  p ro p o se d  b y  th o s e  who deem th e  f u n c t io n  p e r ­
fo rm ed  b y  c u r r e n t  a s s e t s  to  be  o f  g r e a t e r  s i g n i f i c a n c e  th a n  th e  e q u i ty  i n  
th e  c u r r e n t  a s s e t s .
T h is  c o n c e p t o f  w ork ing  c a p i t a l  i s  n o t  o f  r e c e n t  o r i g i n ,  b u t  d a te s  
b ack  to  th e  tim e  o f  th e  e a r l y  w r i t e r s  on p o l i t i c a l  econom y. One o f  th e  
e a r l y  w r i t e r s  who e la b o r a te d  on th e  f u n c t i o n a l  a s p e c t  o f  c u r r e n t  a s s e t s  
was John  S t u a r t  M i l l ,  who s a i d :
"Of th e  c a p i t a l  engaged  i n  th e  p r o d u c t io n  o f  an y  com­
m o d ity , th e r e  i s  a  p a r t  w h ic h , a f t e r  b e in g  u se d  o n c e , e x i s t s  
no lo n g e r  a s  c a p i t a l :  i s  no lo n g e r  c a p a b le  o f  r e n d e r in g  s e r v ­
i c e  t o  p r o d u c t io n ,  o r  a t  l e a s t  n o t  th e  same s e r v i c e . . . .
C a p i t a l  w hich  i n  t h i s  m anner f u l f i l s  th e  w hole o f  i t s  o f f i c e  
i n  th e  p ro d u c t io n  i n  w hich i t  i s  engaged  b y  a s in g le  u se  i s  
c a l l e d  C i r c u la t in g  C a p i t a l . . . .  T h is  p o r t i o n  o f  c a p i t a l  r e ­
q u i r e s  to  be c o n s t a n t ly  renew ed b y  th e  s a l e  o f  th e  f i n i s h e d  
p r o d u c t ,  an d  when renew ed i s  p e r p e t u a l l y  p a r t e d  w ith  i n  buy­
in g  m a te r i a l s  an d  p a y in g  w ages; so t h a t  i t  does i t s  w o rk .* , 
b y  c h an g in g  h a n d s ."17
A l f r e d  M a rsh a ll  fo llo w e d  M i l l  i n  e m p h a siz in g  th e  s ig n i f i c a n c e  o f  t h i s  
c o n c e p t o f  w ork ing  c a p i t a l ,  an d  f u r t h e r  i n d i c a t e d  th e  n e e d  f o r  c a p i t a l  o f
l 6 I b i d . ,  p .  2 1 0 .
■^John S t u a r t  M i l l ,  P r i n c ip l e s  o f  P o l i t i c a l  Economy (E ig h th  
E d i t io n ;  London: Longmans, G reen & C o ., 18 7S ) ,  p .  91 .
t h i s  type fo r  the  p ro f i ta b le  function ing  o f a business enterprise.^-®  
Modem economists s t i l l  f in d  th is  concept o f working c a p i ta l  to  be 
g en era lly  a c c e p ta b le .^  In  economic usage, nothing i s  s a id  about the 
a lg e b ra ic  d iffe ren ce  between c u rre n t a s s e ts  and cu rren t l i a b i l i t i e s ,  o r  
e q u ity  and n e t ownership o f c u rre n t a sse ts*  In s te a d , working c a p i ta l  i s  
considered to  be a c la s s i f ic a t io n  of c a p i ta l ,  the  ex is tence  o f which i s
necessaiy for  business operation.
D iscussion of the  two d e f in itio n s  o f  working c a p i ta l  rev ea ls  the 
f a c t  th a t  two d i s t in c t  concepts a re  involved . I t  a lso  rev e a ls  th a t  
general agreement e x is ts  w ith in  p a r t ic u la r  a re a s , b u t th a t  between sepa­
r a te  a reas d if fe re n t  meanings a re  a sso c ia te d  w ith  the term .
I t  i s  ev iden t th a t  working c a p i ta l ,  w ith in  both  connotations o f  the  
term , i s  necessary  fo r  business, opera tion  and c o n tin u ity . I t  i s  essen­
t i a l  th a t  th e re  be working c a p i ta l ,  defined  as a fu n c tio n , upon which 
the  f ix e d  a s s e ts  o f the firm  can perform th e i r  se rv ic e s . The c a p i ta l  
upon which o r fo r  which the f ix e d  a s s e ts  perform  t h e i r  se rv ice s  i s  the  
c la s s i f ic a t io n  of a s s e ts  owned by in d u s try  and rep resen ted  by c u rre n t 
a s s e ts .  These a s s e ts  a re  requ ired  to  absorb the  se rv ice  p o te n t ia l  of 
th e  f ix e d  a s s e ts  as th e  p r in c ip a l  means a v a ila b le  to  th e  f irm  f o r  r e a l iz ­
ing  th e  value embodied in  the f ix e d  a s s e ts .
Likewise, working c a p i ta l ,  defined  in  term s o f e q u ity , i s  e s s e n t ia l  
f o r  b u siness operation* This f a c t  i s  recognized by M ill, f o r  exangsle, 
when he r e f e r s  to  the  need f o r  th e  rep roduction  of c ir c u la t in g  c a p i ta l  
consumed in  opera tions a t  an amount g re a te r  than  the  o r ig in a l  amount in
^ A lf re d  M arshall, P r in c ip le s  of Economics (E ighth  E d itio n j 
New York: The Macmillan Co., 19Uo), p . 7 ^
l 9I b id . , p . 75.
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o rd er to  provide a  means o f expanding the  c a p i ta l  a v a ila b le  to  th e  f irm . 20 
F in a n c ia l a n a ly s ts  s im ila r ly  recognize t h i s  need f o r  working c a p i ta l  as 
a most im portan t elem ent of f in a n c ia l  su ccess . I n s u f f ic ie n t  working 
c a p i ta l  i n  t h i s  sense o f  the  term  may r e s u l t  i n  slow payment o f l i a b i l i ­
t i e s  w ith  re s u l t in g  poor c re d i t  r a t in g ,  in  th e  cu rta ilm en t o f o p e ra tio n s , 
and g en era l i n a b i l i t y  to  p ro g re s s .21 In s u f f ic ie n t  working c a p i ta l  p re ­
sen ts  the  p o s s ib i l i ty  o f a  f irm ’s g e ttin g  in to  the  p o s i t io n  in  which i t s  
m aturing o b lig a tio n s  exceed th e  means i t  has a v a ila b le  to  s a t i s f y  them.
The need fo r  an adequate amount o f  working c a p i ta l ,  i n  th e  eq u ity  sen se , 
i s  so e s s e n t ia l ,  th a t  i t s  inadequacy i s  th e  most common reason  f o r  the
fa ilu r e  o f  in d u str ia l concerns.22
An a n a ly s is  o f th e  two meanings o f working c a p i ta l  rev e a ls  th a t  two 
r e la te d  concepts a re  a s so c ia te d  w ith  th e  term —an e q u ity  concept and a 
fu n c tio n a l concep t. The a n a ly s is  f u r th e r  re v e a ls  th a t . th e  ex is ten ce  of 
working c a p i ta l  w ith in  bo th  concepts of th e  term  i s  e s s e n t ia l  f o r  business 
growth and su c ce ss . Due to  the  f a c t  th a t  r ig o ro u s d e f in i t io n s  a re  a sso ­
c ia te d  w ith  the  term  w ith in  sp e c ia liz e d  a re a s  o f endeavor, l i t t l e  con­
fu s io n  r e s u l t s  from th e  use o f the  tenn  w ith in  those  a re a s ,  b u t when 
commun?.cation between a re as  occu rs , the  s p e c i f ic  concept a s so c ia te d  w ith  
th e  term  must be s ta te d  as a  means of avo id ing  th e  confusion  th a t  would 
otherw ise develop. The e q u ity  concept of working c a p i ta l  w i l l  be th e  
a p p lic a b le  one when the  term working c a p i ta l  i s  enployed in  t h i s  s tu d y , 
s in ce  t h i s  i s  c o n s is te n t  w ith  g en era l accounting  usage.
200g. C i t . ,  p . 93.
2-kjohn H. Prim e, Investm ent A nalysis (Second E d itio n ; New York: 
P re n tic e -H a ll, I n c . ,  1952)', p . 3&4.
^ I b l d . , p . 361;.
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D efin itio n s of Current A sse ts . and Current L ia b i l i t i e s . Since work­
ing c a p ita l  i s  defined as the excess  of c u rren t a s se ts  over cu rren t 
l i a b i l i t i e s ,  the meaning of the term may s t i l l  be vague due to  the  f a c t  
th a t  the  terms cu rren t a s se ts  and cu rren t l i a b i l i t i e s  have not been 
adequately  defined .
During the p a s t twenty years o f accounting development, the  con­
cepts of cu rren t a s se ts  and cu rren t l i a b i l i t i e s  have undergone very 
l i t t l e  c h a n g e , 23 During the 1930*s and u n t i l  the  e a r ly  19l*0*s, cu rren t 
a s se ts  were generally  considered to be those a s s e ts  th a t  would be "con­
v erted  in to  cash w ith in  one year in  the normal course of busin ess , "2^ 
while cu rren t l i a b i l i t i e s  were genera lly  considered to  be those l i a b i l i ­
t i e s  th a t  would be “paid  during the  ensuing y e a r . " 25 The emphasis dur­
ing  th a t  pe riod  was on the  re a liz a b le  value of the cu rren t a s s e ts  fo r  
c re d i t  purposes, and balance sheets were no t so much based on the going- 
concem concept as on the p ro tec tio n  affo rded  c re d ito rs  in  the event of 
l iq u id a tio n .
The accounting custom of grouping some of the a s s e ts  to g e th e r in  the 
cu rren t c la s s i f ic a t io n ,  and p ra c tic e s  follow ed in  determ ining which item s 
should be included in  th a t  c la s s if ic a t io n ,  developed during a  period  when 
i t  was customary to  close the  accounts and to  prepare statem ents fo r  
c re d i t  and o ther purposes a t  annual in te rv a ls  only . The business of 
each year was to  some e x te n t considered as a separate  venture a t  th a t
2 ^ A n s o n  H errick, “Current A ssets and Current L ia b i l i t i e s ,“
Journal of Accountancy,. LXXVII (January, 19hh), 1*8.
Oil^G eorge W. Collins., “A nalysis of Working C a p ita l,"  The 
Accounting Review, XXI (191*6), 1*30.
2gIb id . ,  p . 1*30 .
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t im e , and th e  s e c u r i ty  f o r  d e b ts  was more dependent upon s p e c i f i c  a s s e ts  
th an  i t  i s  t o d a y . 26 r a t i o  o f c u rre n t  a s s e ts  t o  c u rre n t  l i a b i l i t i e s
th e n  had a  degree o f s ig n if ic a n c e  comparable to  t h a t  p re s e n t ly  en joyed  
by th e  r a t i o  betw een th e  m arket v a lu e  o f c o l l a t e r a l  and  th e  lo an  w hich 
i t  se c u r e s .27 W ith t h i s  degree o f  s ig n if ic a n c e  a t ta c h e d  to  th e  r e l a t i v e  
s iz e  o f  c u r re n t  a s s e t s  and c u r r e n t  l i a b i l i t i e s ,  th e  l o g ic a l  r e s u l t  was 
t h a t  th e  a v a i l a b i l i t y  o f  c u r re n t  a s s e t s  f o r  th e  payment o f  l i a b i l i t i e s  
f a l l i n g  due i n  th e  ensu ing  y e a r  became th e  prim ary  c r i t e r i o n  f o r  c u r ­
r e n t  a s s e t  a c c e p ta n c e .
W ith th e  g e n e ra l re c o g n itio n  o f  th e  g o in g -co n cern , o r  c o n tin u i ty -  
o f - l i f e ,  a ssum p tion , th e  s ig n if ic a n c e  o f  th e  y e a r  d e c lin e d . I t  i s  now 
reco g n ized  o n ly  a s  a co nven ien t method o f  b reak in g  up th e  flow  o f  o pera ­
t io n s  o f an e n t i t y  a s  a  means o f  r e p o r t in g  a c c o u n ta b i l i ty  of management 
to  ow ners, governm ent, c r e d i to r s ,  and o th e r  in te r e s t e d  p a r t i e s .  Due to  
in c re a s e d  d iv e r s i f i c a t io n  o f  f irm s f o r  th e  purpose o f  avo id ing  o p e ra tio n s  
o f  an  e x c e s s iv e ly  se a so n a l n a tu r e ,  th e  s ig n if ic a n c e  o f  th e  y e a r  has f u r ­
th e r  d e c lin e d . C o n tin u ity  o f  o p e ra tio n s  has th u s become one o f  th e  b a s ic  
c o n s id e ra tio n s  o f  th e  acco u n tin g  fram ework, w ith  th e  r e s u l t  t h a t  th e  one- 
y e a r  r u le  i n  re g a rd  to  c u r r e n t  a s s e t  and c u r re n t  l i a b i l i t y  c l a s s i f i c a t i o n  
has l o s t  some o f  i t s  s ig n i f ic a n c e .
In  a d d it io n  to  th e  f a c t  t h a t  th e  o n e -y ear ru le  l o s t  some o f  i t s  u se ­
fu ln e s s  due to  th e  g r e a te r  degree o f  em phasis p la c e d  on th e  c o n tin u i ty  
o f  o p e ra t io n s ,  i t  was a ls o  d i f f i c u l t  to  ap p ly  c o n s is te n t ly  in  p r a c t i c e .
In  th e  case  o f  in v e n to ry , f o r  exam ple, tu rn o v e r  sometimes exceeded a
^ H e r r i c k ,  C i t . ,  p . 1*8. 
^ I b i d . , p . 1*8.
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y e a r , which, under a  s t r i c t  one-year in te r p r e ta t io n ,  req u ired  a p o r tio n  
o f  th e  inven to ry  to  be c la s s i f i e d  as a  non -cu rren t item* However, i n ­
v e n to r ie s  were g e n e ra lly  no t broken down in to  c u rre n t and non -cu rren t 
item s. S im ila r ly , accounts rec e iv a b le  a r i s in g  from in s ta lm en t s a le s  of 
merchandise were g e n e ra lly  c o l le c t ib le  over a  p e rio d  o f  tim e considerab ly  
longer th an  a y e a r ,  w ith  the  r e s u l t  th a t  p a r t  o f tra d e  accounts rece iv ab le  
were inc luded  in  th e  c u rre n t c la s s i f i c a t io n  and p a r t  i n  a non -cu rren t 
c la s s if ic a t io n *  This in c o n s is te n t  trea tm en t o f m erchandise in v e n to r ie s  
and accounts rec e iv a b le  re s u lte d  in  th e  lo s s  o f some degree of compa­
r a b i l i t y  among f in a n c ia l  s ta tem en ts , because c re d i t  term s o r  inven to ry  
tu rn o v ers  were lo n g er in  th e  case o f one f irm  than  an o th e r.
The tim e f a c to r  a s  the  only  determ inant o f l i a b i l i t y  c la s s i f i c a t io n  
i s  lik ew ise  in a p p ro p ria te . This i s  p a r t i c u la r ly  tru e  in  a  s i tu a t io n  in  
which th e re  e x is ts  an in sta lm en t o f long-term  deb t which i s  nearing  ma­
t u r i t y  b u t which w i l l  be s a t i s f i e d  through th e  issuance o f a new s e r ie s  of 
long-term  o b lig a tio n s . L iq u id a tio n  o f debt in  t h i s  manner does n o t r e ­
s u l t  i n  a  d ra in  on c u rre n tly  he ld  reso u rces o f the  f irm  and hence i t  i s  
d i f f i c u l t  lo g ic a l ly  to  consider the  m aturing deb t a s  a  c u rre n t l i a b i l i t y .
As a r e s u l t  o f the  in co n s is ten cy  and v a r ia tio n  th a t  r e s u l te d  from 
the  use o f  the  one-year ru le ,  i t  began to . be recognized  a s  o f secondary 
im portance during th e  191+0* s ,  and t h i s  le d  to  th e  development o f th e  
g en era l b e l i e f  t h a t  i t  was no t com pletely a cc ep tab le . ^  The concept of 
working c a p i ta l  a s  i t  i s  based on the  one—y ear ru le  re p re se n ts  concepts 
and p ra c t ic e s  th a t  a re  “ . . .b a s e d  on outmoded custom s, a r b i t r a r y  r u le s ,
^ I b i d . ,  p .  1+9.
and a l te r n a t iv e  p r a c t i c e s .0 .,"2 9  a l l  o f  which ten d  to  reduce the  s ig ­
n if ic a n c e  and u se fu ln e ss  o f  th e  concept o f working c a p i ta l .
The 19U7 re d e f in i t io n  o f  c u rre n t a s s e t s . The f i r s t  g e n e ra l 
accep tance by th e  accoun ting  p ro fe s s io n  o f  an a l te r n a t iv e  and more 
r e a l i s t i c  b a s is  fo r  c u rre n t a s s e t  c la s s i f i c a t io n  was given re c o g n itio n  
in  A ugust, 19U7. At th a t  tim e th e  Committee on Accounting Procedure o f 
th e  American I n s t i t u t e  o f  A ccountants p u b lish ed  Accounting R esearch 
B u lle t in  No. 30, in  which th e  term  c u rre n t a s s e ts  was extended to  mean 
" . . . c a s h  and o th e r  a s s e ts  o r  reso u rces commonly id e n t i f i e d  a s  those  
which a re  reasonab ly  expected  to  be re a l iz e d  in  cash o r  so ld  o r  con­
sumed during th e  normal o p e ra tin g  cycle  o f the  b u s in e s s ."30 i n  O ctober, 
195>1, th e  Committee on Concepts and S tandards U nderlying Corporate 
F in a n c ia l S tatem ents o f  th e  American Accounting A sso c ia tio n  issu ed  
Supplementary S tatem ent No. 3 , in  which endorsement o f Accounting 
Research B u lle t in  No. 30 was in d ic a te d  as fo llo w s: "T his Committee
endorses the  conclusions of B u lle t in  30 as c o n s t i tu t in g ,  w ith in  th a t  
l im ite d  a re a  and in  th e  p re s e n t s ta g e  o f  the  accounting  a r t ,  d e s ira b le  
s tandards fo r  balance sh e e t p r e s e n ta t io n ."31
The Committee on A ccounting Procedure j u s t i f i e d  t h e i r  d ep artu re  from 
th e  p re v io u s ly  accep ted  d e f in i t io n  o f c u rre n t a s s e ts  in  th e  fo llow ing  
words:
^ A r th u r  Andersen & C o., Accounting and R eporting Problems o f the  
Accounting P ro fe ss io n  (Second E d itio n ; P r iv a te ly  P ub lished , 1962), p . 167.
^^Restatem ent and R evision  o f Accounting Research B u l le t in s , Op. 
C i t . , p . 20. This fe a tu re  developed in  Accounting Research B u l le t in  No. 
30 has been c a r r ie d  forw ard w ithou t change to  Accounting Research 
B u lle t in  No. h3.
33-Accounting and R eporting  S tandards f o r  C orporate F in a n c ia l 
S tatem ents and P receding  S tatem ents and Supplem ents, Op. C i t . ,  p . 30.
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"The Committee believes th a t ,  in  the p a s t, d e fin itio n s  
of cu rren t a sse ts  have tended to  be overly concerned w ith 
whether the a sse ts  may be immediately re a liz a b le . The d is ­
cussions which follow  take cognizance of the tendency fo r  
c re d ito rs  to  re ly  more upon the a b i l i ty  of debtors to  pay 
th e i r  ob liga tions out of the proceeds of cu rren t operations 
and le s s  upon the debtor’s a b i l i ty  to  pay in  case of liq u id a ­
tio n . I t  should be emphasized th a t f in a n c ia l statem ents of 
a going concern a re  prepared on the assumption th a t  the 
company w il l  continue in  business* Accordingly, the views 
expressed in  th is  section  represen t a  departure from any 
narrow d e fin itio n  or s t r i c t  one year in te rp re ta tio n  of e i th e r  
cu rren t a s se ts  o r cu rren t l i a b i l i t i e s ;  the ob jec tive  i s  to  
re la te  the c r i t e r ia  developed to  the operating cycle of a 
business ."32
The essence of the  d e fin itio n  of current a s s e ts , as e stab lish ed  in  
19b7, l i e s  in  the words "resources*.«which are  reasonably expected to 
be...consumed during the normal operating cycle of the business."  The 
operating cycle of a business re fe rs  to  the period of time th a t  i s  re ­
quired by a producing company to  convert raw m aterials in to  f in ish ed  
products and the  f in a l  re a liz a tio n  of cash fo r  the p roducts .33
A ssets consumed during th is  period of time are not consumed in  the 
sense which Paton and L ittle to n  u se 'in  discussing cost ex p ira tio n s , in  
which they consider cost exp ira tions to be those costs representing  e le ­
ments the u t i l i t y  of which has been fu l ly  e x h a u s t e d ,3k In stead , con­
sumption in  the sense in  which i t  i s  used when applied  to  cu rren t a s se ts  
re fe rs  to  conversion of the a sse ts  from one form to  another. The begin­
ning balance of cash i s  converted, o r turned over, a number of times 
during the cycle as i t  i s  used to  pay expenses and l i a b i l i t i e s ;  accounts
^ Restatement and Revision of Accounting Research B u lle tin s ,
Op. C i t . ,  p . 19.
^R alph  D. Kennedy and Frederick C. Kurtz, In troductory  Account­
ing  (Scrantons In te rn a tio n a l Textbook Co., I960), p . 7,
^A n in troduction  to  Corporate Accounting Standards. Og. C i t . , p . 6*
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re c e iv a b le  a re  consumed o r  converted  to  cash  th rough  th e  p ro cess  o f  c o l­
le c t io n s  and in v e n to r ie s  o f m erchandise a re  converted  to  re c e iv a b le s  and 
l a t e r  to  cash  a s  a r e s u l t  o f  th e  s a le s  p ro c e s s . Thus, th e  consum ption 
o f c u r re n t  a s s e t s  r e f e r s  to  th e  round o f  conversions t h a t  occurs w ith in  
th e  c u rre n t ca teg o ry  a s  a s s e t s  o f  one k ind  a re  exchanged f o r  a s s e t s  o f 
a n o th e r  k in d . T his round of conversions from  cash th rough  in v e n to ry , 
re c e iv a b le s ,  and back to  cash th e re fo re  r e p re s e n ts  the  o p e ra tin g  c y c le  
o f  a  b u s in e ss  e n t i t y .
In  o rd e r  to  m a in ta in  c o n s is te n c y  betw een th e  d e f in i t io n s  o f  c u r re n t  
a s s e t s  and c u rre n t  l i a b i l i t i e s ,  th e  r e d e f in i t io n  o f  th e  form er th e re fo re  
re q u ire d  a  s im ila r  r e d e f in i t io n  o f th e  l a t t e r .  C urren t l i a b i l i t i e s  were 
th u s ex tended  to  cover “ . . . o b l ig a t io n s  whose l iq u id a t io n  i s  rea so n ab ly  
ex p ec ted  to  re q u ire  th e  use  o f e x is t in g  re so u rce s  p ro p e r ly  c l a s s i f i e d  a s  
c u r re n t  a s s e t s ,  o r  th e  c re a t io n  o f  o th e r  c u rre n t  l i a b i l i t i e s . ”35 T his 
c l a s s i f i c a t i o n  o f l i a b i l i t i e s  i s  th u s in te n d e d  to  in c lu d e  o b l ig a t io n s  
f o r  item s t h a t  have e n te re d  in to  th e  o p e ra tin g  c y c le .
The in c lu s io n  o f th e  o p e ra tin g  qycle  s ta n d a rd  a s  a  de te rm inan t o f  cur­
r e n t  a s s e t  c l a s s i f i c a t i o n  has n o t r e s u l te d  i n  th e  com plete abandonment o f 
th e  one*>year r u l e .  The o n e -y ear ru le  i s  s t i l l  reco g n ized  as a  v a l id  
c r i t e r i o n  f o r  c u r r e n t  a s s e t  c l a s s i f i c a t i o n  i n  s i tu a t io n s  in  which th e  
o p e ra tin g  cy c le  i s  l e s s  th an  a  y e a r .  S ince c u r re n t  l i a b i l i t i e s  r e p re ­
s e n t  o b l ig a t io n s  th e  l iq u id a t io n  o f which w i l l  r e q u ire  th e  use o f  c u r­
r e n t  a s s e t s ,  th e  o n e -y ea r ru le  a l s o  governs i n  c u r re n t  l i a b i l i t y  
c l a s s i f i c a t i o n  in  s i tu a t io n s  in  which th e  o p e ra tin g  cy c le  i s  s h o r te r  
th an  a  y e a r .
^ R e s ta te m e n t and R ev ision  o f  A ccounting  R esearch B u l le t in s ,
Op. C i t . ,  p . 2 l .
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As in d ic a te d  e a r l i e r ,  th e re  a re  se v e ra l l im ita t io n s  o f a f ix ed  time 
period  such as a y e a r  as opposed to  a f le x ib le  time period  such a s  th a t  
in h e ren t in  the  opera ting  cycle  concept, a s  a b a s is  f o r  recogn ition  of 
c u rre n t a s se ts  and cu rren t l i a b i l i t i e s .  There a re  th re e  reasons, th e re ­
fo re ,  why p ro fe ss io n a l recommendations concerning cu rren t a s se t and cur­
re n t l i a b i l i t y  reco g n itio n , such as those recommendations included in  
Accounting Research B u lle tin s  No* 30 and U3, were req u ired .
F i r s t ,  confusion e x is te d  because of the  f a c t  th a t  no unanim ity of 
opin ion  e x is te d  among accountants concerning the d e f in it io n  of c u rre n t 
a s s e t s .36 a q uestion  e x is te d  in  regard to  whether c u rre n t a s s e ts  should 
include  item s th a t  would be converted in to  cash o r  whether they  should 
include item s th a t  could be converted in to  cash during the  f ix e d  time 
p e rio d . A s ig n if ic a n t  d iffe rence  was evident in  these two concepts, 
since the  second was considerably  more in c lu s iv e  than th e  f i r s t .
Second, the  o ld  d e f in itio n s  were challenged because c u rre n t expense 
prepayments, such as p repa id  insurance o r  r e n t ,  were not included  among 
c u rre n t a s s e t s .37 With emphasis on th e  going concern concept, o f account­
in g , i t  became evident th a t  there  was no appreciab le  d iffe ren ce  in  the  
a s s e t  s ta tu s  o f a  firm  th a t  had ju s t  pa id  insurance premiums o r  r e n t  in  
advance from one th a t  must sh o r tly  make the  payment. From the  stand ­
p o in t o f immediate l iq u id a tio n , th e re  was a d iffe ren c e , bu t w ith con­
s id e ra tio n  given to  the  debtor*s a b i l i t y  to  pay as a going concern, th i s  
d iffe ren ce  vanished.
36h. A. Finney and Herbert E. M ille r , P rin c ip le s  o f Accounting, 
In term ediate  (F if th  E d ition ; Englewood C lif f s :  P ren tice  -H a ll, I n c . .  
I55H)7 p: k9.
3? ib id .  » p . h9 .
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T h ird , th e  f ix e d  tim e p e rio d  was a r b i t r a r y  and , fu r th e rm o re , was n o t  
a p p lie d  c o n s i s t e n t l y . 38 i t  was a r b i t r a r y  i n  t h a t  i t  gave no c o n s id e ra ­
t io n  to  th e  f a c t  t h a t  one f irm  m ight tu rn  i t s  m erchandise in to  cash  
s e v e ra l  tim es a  y e a r ,  w hile  a n o th e r  m ight re q u ire  more th a n  a y e a r  to  
make t h i s  co n v ersio n . I t  was n o t c o n s is te n t ly  a p p lie d  s in c e  some i te m s , 
in v e n to r ie s  f o r  exam ple, were in c lu d ed  in  c u rre n t a s s e t s  even though 
th ey  would n o t be consumed du ring  th e  y e a r , w hile  o th e r  i te m s , such a s  
t r a d e  re c e iv a b le s  n o t to  be r e a l iz e d  du ring  th e  y e a r , were ex c luded .
D is tin g u ish in g  F e a tu re s  o f C urren t A s se ts . Paton  d is c u s se s  f iv e  
p r in c ip a l  t e s t s  t h a t  may be a p p lie d  in  d is t in g u is h in g  c u r re n t  a s s e t s  
from o th e r  c l a s s i f i c a t io n s  o f  a s s e t s .  They a re :
(1 ) Degree o f  l i q u i d i ty ;
(2) Normal te rm  o r  le n g th  o f l i f e ;
(3 ) R ate o f  t r a n s f e r  to  expense o r  lo s s ;
(ii) T echn ica l c h a ra c te r  o r  r a t e  o f  u se ;
(5 ) N ature o f b u s in e ss  and in te n t  of management.39
These c r i t e r i a  a re  n o t a l l  e n t i r e l y  in d ep en d en t, b u t each does have 
some degree o f s ig n if ic a n c e  in  i t s e l f .  I t  i s  th e re fo re  n ecessa ry  when 
ap p ly in g  th e  t e s t s  in  a  g iven  s i t u a t i o n  to  c o n s id e r  them a s  a  group of 
requ irem en ts to  be m et, r a th e r  th a n  a  l i s t  o f  in d iv id u a l  req u irem en ts , 
any of which may be m et.
L iq u id ity  a s  u sed  in  t h i s  c o n te x t r e f e r s  t o  th e  ease  o r  speed w ith  
which an  a s s e t  can be converted  in to  cash . Thus th e re  a re  deg rees o f 
l i q u i d i t y ,  rang ing  from demand and u n r e s t r i c te d  tim e d e p o s its  a t  banks,
I b id . ,  p . i;9.
39tf, A. P a to n , Advanced A ccounting , Op.  C i t . ,  p .  8 .
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which from a p ra c t ic a l  standpoin t a re  equivalen t to cash, to a sp e c ia l­
ized  fixed  a s s e t  such as p la n t o r equipment, which may be h igh ly  i l l iq u id  
from the standpoin t of immediate c o n v e r t ib i l i ty .
The second t e s t  re fe rs  to  leng th  of l i f e  only, and d is tin g u ish es 
between item s such as sho rt-term  trade receivab les and long-term  in v e s t­
ments such as bonds o r mortgages. Due to  the f a c t  th a t  a f ix ed  time 
period  i s  of n ece ss ity  a rb i tr a ry  and d i f f ic u l t  to  apply c o n s is te n tly , 
a  variab le  time period , the  operating cycle , has developed as a means 
of g iv ing  considera tion  to v a ria tio n s  in  a s s e t  turnovers among indus­
t r i e s .
The th ird  and fou rth  c r i t e r i a  a re  c lo se ly  re la te d  and apply s p e c if i ­
c a lly  to  a s s e ts  consumed in  productive opera tions, A bu ild ing  o r  item  of 
equipment i s  absorbed slowly over an extended period  of time in to  product 
c o s ts , while an inventory  of supp lies o r merchandise i s  consumed r e la ­
t iv e ly  more ra p id ly . In  a d d itio n , a f ix ed  a s s e t  i s  not consumed physi­
c a l ly ,  bu t in s tead  i s  consumed in  an economic sense as i t s  se rv ice  
p o te n tia l  i s  diminished through absorp tion  o r u t i l iz a t io n  by raw m ate ria l 
in  the process of production . A c u rre n t a s s e t  such as m a te ria l o r 
supp lies i s  consumed in  a physical sense as i t  i s  p h y sica lly  diminished 
through conversion to  product.
F in a lly , the nature  of the business and the in te n t  of management 
must a lso  be given considera tion . In  o ther words, the use to  which the  
a s se t  i s  to  be d iverted  may be s ig n if ic a n t  in  some cases. A ssets such 
as land or equipment in  the hands of a dealer in  those kinds of a sse ts  
rep resen t in v en to rie s  of merchandise to  him and hence a re  c u rre n t a s s e ts . 
On the o th er hand, land as a bu ild ing  s i t e  o r parking l o t  i s  a f ix ed  
a s s e t  on the b a s is  of the  o ther c r i t e r i a  considered. Likewise, s e c u r i t ie s
h e ld  f o r  a  s p e c i f ic  purpose and r e s t r i c t e d  to  t h a t  purpose* such as bond 
re t ire m e n t, may be a n o n -cu rre n t a s s e t ,  w hile th e  same s e c u r i ty  i f  h e ld  
a s  a  tem porary investm ent o f excess cash  would be considered  c u rre n t .
I t  i s  n o t always easy  to  determ ine the  p ro p e r account c l a s s i f i c a t io n  
o f  a  s p e c i f ic  accoun t, s in c e  th e re  i s  no t always an e a s i ly  d is c e rn ib le  
l in e  o f d i s t in c t io n  between c u rre n t and n o n -cu rre n t ite m s„ D ebatable 
c a se s  w i l l  a r i s e ,  and i n  th e se  s i tu a t io n s  th e  n a tu re  o f the  c ircum stances 
surround ing  th e  account must be g iven  a p p ro p ria te  co n sid era tio n *  Y et, 
th e  use of s p e c i f ic  t e s t s ,  such a s  th o se  enum erated, w i l l  r e s u l t  i n  th e  
re d u c tio n , i f  no t th e  com plete e lim in a tio n , o f  q u e s tio n a b le  and confusing  
s i tu a t io n s  and th e re b y  r e s u l t  i n  th e  e s ta b lish m e n t o f more n e a r ly  s c i ­
e n t i f i c  c l a s s i f i c a t i o n  p ro ced u res .
The Concept o f  L iq u id ity
The Meaning o f L iq u id i ty . L iq u id ity , in  a s t a t i c  se n se , r e f e r s  to  
th e  ease  o r  speed w ith  which an a s s e t  can be converted  in to  cash  w ith o u t 
a  s ig n i f ic a n t  lo s s  o f v a l u e . I t  i s  g e n e ra lly  ag reed  th a t  degrees o f 
l i q u i d i ty  e x i s t ,  w ith  th e  degree o f l iq u i d i ty  o f an a s s e t  be ing  determ ined 
by  th e  nearness o f th e  a s s e t  to  cash . In  B oulding’ s w ords, l i q u id i ty  of 
a s s e t s  i s  synonymous w ith  th e  degree o f moneyness o f a s s e t s ,  and i s  a  
q u a l i ty  which can be p o ssessed  in  g r e a te r  o r  l e s s  d e g r e e .^  Cash i s  the  
most l iq u id  o f  c u rre n t  a s s e t s ,  w h ile  m erchandise in v e n to r ie s  and p rep a id  
expenses a re  the  l e a s t  l i q u id .  L iqu id  a s s e t s ,  a  s u b c la s s i f ic a t io n  o f 
c u r re n t  a s s e t s ,  c o n s is t in g  o f u n r e s t r i c te d  '’cash  in  banks and on hand ..*
k ° lb id . ,  p . 8.
^ K en n e th  E , B ould ing , Economic A n a ly sis  (R evised E d itio n ; New 
York: H arper & B ro th e rs , 19U8), p .  279.
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o r  re a d i ly  m arketable in v es tm en ts ,“^2 a  more r e s t r i c t i v e  c l a s s i f i c a ­
t io n  than  c u rre n t a s s e ts ,  s ince  i t  does n o t inc lude  re c e iv a b le s , in ­
v e n to r ie s , and prepaym ents.
A second r e la te d ,  b u t y e t  d i s t in c t ly  d i f f e r e n t  meaning i s  sometimes 
a s so c ia te d  w ith  th e  term  l iq u id i ty .  This d e f in i t io n  o f l iq u id i ty  i s  no t 
concerned w ith  th e  ease w ith  which a s s e ts  can be converted  in to  cash, 
b u t in s te a d  r e f e r s  to  th e  a b i l i t y  o f the  f irm  to  pay i t s  l i a b i l i t i e s . ^  
This concept o f l iq u id i ty  i s  unaccep tab le , s ince  the  a b i l i t y  to  pay 
l i a b i l i t i e s  i s  g e n e ra lly  a s so c ia te d  w ith  th e  term  solvency and in  e f f e c t  
l iq u id i ty  i s  thus confused w ith  solvency.
The Meaning o f Solvency. Solvency i s  a  r e la te d  term , and i t  too 
has two meanings. I t  i s  g e n e ra lly  used to  express the  f in a n c ia l  s ta tu s  
o f  a  f irm . In  a popular sen se , i t  in d ic a te s  th e  a b i l i t y  o f a f irm  to  
meet ou ts tan d in g  deb ts as th ey  m a tu r e .^  I t  i s  e v id e n t th a t  solvency as 
u sed  here i s  a  fu n c tio n  o f l iq u id i ty ,  f o r  i f  a b u s in ess  i s  to  remain 
so lv en t i t s  l iq u id  a s s e ts  must be s u f f ic ie n t  to  s a t i s f y  m aturing o b lig a ­
tio n s*  Inso lvency , o r  th e  i n a b i l i t y  to  pay m aturing d e b ts , commonly 
a r i s e s  from n e t  op era tin g  lo s s e s ,  overex tension  o f c r e d i t  to  custom ers, 
overinvestm ent in  in v e n to r ie s  o r  f ix e d  a s s e ts  th a t  cannot be converted 
in to  cash , o r overdependency on c r e d i to r  r a th e r  th an  s tockho lder in v e s t­
ment.
The conception  of so lvency, a s  described  above, d i f f e r s  from the  
conception  o f the  term as defined  by fe d e ra l  bankruptcy le g i s la t io n .
^2K ohler, A D ic tionary  f o r  A ccountants. Op* C i t . , p . 293.
^ H a ro ld  Bierraan, J r . ,  “Measuring F in a n c ia l L iq u id i ty ,“ The 
Accounting Review, XXXV (i9 6 0 ), 629.
S . K arrenbrock and H. Simons, Advanced A ccounting, Coir?) r e -  
hensive Volume (C in c in n a ti: South-W estern P ub lish ing  C o .,1 9 5 ^ ) ,  p . f e .
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Under term s o f th e  N a tio n a l Bankruptcy A ct, 5,A person i s  'in s o lv e n t ' 
when the  p re s e n t  f a i r  s a la b le  va lue of h is  p ro p e r ty  i s  l e s s  than  the 
amount re q u ire d  to  pay h is  d e b ts . Under t h i s  meaning, a b u sin ess  
e n t i t y  nay be unable  to  meet m aturing o b lig a tio n s  te m p o ra r ily , b u t  i f  
i t s  a s s e ts  a t  a  f a i r  v a lu a tio n  exceed i t s  l i a b i l i t i e s ,  i t  i s  considered  
so lv e n t under term s of the  A ct. On the  o th e r  hand, a f irm  w ith  l i a b i l i ­
t i e s  in  excess o f a s s e t  v a lu es would be in s o lv e n t, even though i t  might 
be a b le  to  meet i t s  m aturing o b lig a tio n s  tem p o ra rily .
The d is a s tro u s  r e s u l t  o f  in so lvency  i s  summed by K arrenbrock and 
Simons a s  fo llo w s: "The i n a b i l i t y . . . t o  meet m aturing o b lig a tio n s  f r e ­
q u en tly  r e s u l t s  in  c r e d i to r  c o n tro l  and c r e d i t  management o f a l l  o f the  
d e b to r 's  a s s e t s .  So long a s  th e  p e rson  rem ains s o lv e n t, c re d i to r s  a re  
unorgan ized . W ith in so lvency  and th e  p o s s ib i l i t y  o f lo s s  to  c r e d i to r s , 
t h i s  group may o rgan ize  and assume c o n tro l  o f th e  in s o lv e n t 's  a s s e t s . . . . " ^  
A com parison of th e  meanings o f  th e  terms l iq u i d i ty  and so lvency 
re v e a ls  th e  degree o f dependency th a t  e x is t s  between the  two. I f  a firm  
i s  to  remain s o lv e n t w ith in  th e  po p u lar meaning of th e  term , i t  must be 
l iq u id ,  which means i t  must have l iq u id  a s s e ts  a v a i la b le  f o r  th e  purpose 
o f paying  i t s  m aturing  l i a b i l i t i e s .
C urren t A sse ts  a s  th e  Source o f l i q u i d i t y . The measurement of th e  
f i r m 's  a b i l i t y  to  pay i t s  m aturing l i a b i l i t i e s  a s  th ey  become due i s  n o t 
o n ly  im portan t from  the s ta n d p o in t of m anagerial independence from  i n t e r ­
v en tio n  by c r e d i to r s ,  which i s  the  r e s u l t  o f in so lv en cy , b u t i t  i s  a ls o
^ Q u o ted  from H. A. Finney and H erbert E. M il le r ,  P r in c ip le s  o f 
A ccounting, Advanced (F ourth  E d it io n ;  New York: P re n t ic e -H a ll ,  I n c . ,
195>2), p .  l6 T .
^A dvanced A ccounting , Op. C i t . , p .  60$.
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im portant from the standpoint o f f in a n c ia l  analysis conducted by p a r t ie s  
outside the  e n ti ty .  A q u a n tita tiv e  type of measurement i s  required  fo r  
such purposes as bond inden tu res, bank loans, and comparative analyses 
of firm s. A q u a n tita tiv e  type of measure commonly used fo r  these pur­
poses i s  the ra t io  o f cu rren t a s se ts  to  cu rren t l i a b i l i t i e s .  The ab­
so lu te  amount of cu rren t a s s e ts , cu rren t l i a b i l i t i e s ,  and working c a p ita l  
i s  of le s s  sign ificance  than the r e la tiv e  s ize  of cu rren t a s se ts  and 
cu rren t l i a b i l i t i e s ,  and hence the cu rren t r a t io  has developed as a 
means of s ta tin g  th e i r  re la tiv e  s iz e .  The two a re  re la te d , fo r  cu rren t 
a s se ts  provide an in d ica tio n  of sho rt-run  f in a n c ia l  s tre n g th , while 
cu rren t l i a b i l i t i e s  measure the ex ten t of the  f i rm 's  requirements fo r  
cu rren t a s s e ts .
In  order to  determine the debt-paying a b i l i ty  of a firm , o r  solvency 
of i t ,  i t  i s  necessary to  determine the re la tio n sh ip  th a t  e x is ts  between 
l iq u id i ty  and the  need fo r  l iq u id ity * ^  i t  i s  through cu rren t a sse ts  
th a t  l iq u id i ty  in  a t t a i n e d ,^  and i t  i s  through cu rren t l i a b i l i t i e s  th a t  
the  need fo r  l iq u id i ty  i s  derived . The r a t io  o f cu rren t a s se ts  to  cu r­
re n t l i a b i l i t i e s  thus re la te s  the f i rm 's  p resen t a b i l i ty  to  pay i t s  
debts to  the debts th a t  i t  w i l l  have to  pay in  the near fu tu re .
A po rtion  of the firm 1s cash balance and a lso  i t s  short-term  in v e s t­
ments in  marketable se c u r it ie s  a re  held as a source of liq u id  a s se ts  
th a t  serves as a b u ffe r ag a in st uncertain  fu tu re  flows of cash. S o rte r 
and Benston s ta te  the need fo r  m aintaining a b u ffe r o f l iq u id  a s s e ts  to
^G eorge H. S o rte r and George Benston, "Appraising the Defensive 
P o sitio n  of the Firm: The In te rv a l Measure," The Accounting Review,
XXXV (I960), 61:0.  51----------
^Mueller, 0£. Cit., p. 162.
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meet u n c e r ta in t ie s  i n  th e  fo llo w in g  w ords; “There w i l l  be tim es when 
r e c e ip ts  do n o t come in  a s  q u ick ly  a s  expec ted  o r  when s a le s  d e c lin e  
te m p o ra r ily . C onversely , th e  f i rm  m ight be fac ed  w ith  a sudden in c re a se  
in  e x p e n d i tu re s . . . i n  response  to  an  o rd e r  which must be f i l l e d  immedi­
a t e l y  o r  by th e  o p p o rtu n ity  to  make a n ...a d v a n ta g e o u s  p u r c h a s e . "^9
Keynes lik e w ise  co n sid e red  th e  need  f o r  cash  f o r  unexpected  con­
t in g e n c ie s  when he d e sc r ib e d  th e  p re c a u tio n a ry  m otive f o r  h o ld in g  cash .
In  h is  w ords, i d le  cash  b a la n ce s  a re  re q u ire d  " . . . t o  p rov ide  f o r  con­
tin g e n c ie s  re q u ir in g  sudden e x p en d itu re  and f o r  u n fo resee n  o p p o r tu n it ie s  
o f  advantageous p u rc h a se s , and a ls o  to  h o ld  an a s s e t  o f  which th e  v a lu e  
i s  f ix e d  in  term s o f money to  m eet a  subsequen t l i a b i l i t y  f ix e d  in  term s 
o f  money.
I t  i s  e v id e n t t h a t  in  o rd e r  to  rem ain f r e e  from  c r e d i to r  dom ination 
and f i n a n c ia l  d e a th , so lv en cy , and  i t s  d e te rm in a n t, l i q u i d i t y ,  a re  nec­
e s s a ry . Y et th e  d e te rm in a tio n  o f  th e  deg rees o f  so lvency  and l i q u i d i ty  
i s  no easy  m a t te r .  In  th e  long run  th ey  nay depend upon th e  p r o f i t a ­
b i l i t y  o f th e  f i rm , b u t  w hether th e  f i rm  w i l l  e v e r  su rv iv e  to  rea ch  th e  
long  run  w i l l  depend to  some e x te n t  on i t s  f i n a n c ia l  s t r u c tu r e .  In  a 
re c e s s io n , e x c e ss iv e  d e b t, o r  i t s  companion in ad eq u ate  working c a p i t a l ,  
may r e s u l t  i n  f in a n c ia l  f a i l u r e  o f th e  f i rm . W ith in c re a s in g  emphasis 
on th e  going concern  a s p e c t  o f  b u s in e ss  o p e ra tio n  and a d e c lin e  in  
em phasis on th e  "pounce" p o s s i b i l i t y  o f  the  f irm  a s  a  b a s is  f o r  d e te r ­
m ining so lvency  and l i q u i d i t y ,  th e  e n p h a s is  concern ing  the sou rce  o f  
l i q u i d i t y  o f th e  f irm  has a ls o  s h i f t e d .  In  a  s t a t i c  s i t u a t io n  w ith
^ S o r t e r  and B enston , Qp. C i t . ,  p . 633.
^ J o h n  M. Keynes, The G enera l Theory o f Employment, I n t e r e s t , and 
Honey (New Yorks H arco u rt, B race , and C o ., 1935), p .  196. “
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emphasis on forced sa le  of a sse ts  as a source of cash w ith  which to  pay- 
short-term  c re d ito rs , the source of l iq u id ity  i s  represented by the 
l iq u id  a s se ts  held by the  firm . However, w ith the emphasis on the going 
concern aspect of business e n te rp rise , the source of l iq u id ity  has 
sh if te d  from the s ta t i c  concept of liq u id  a sse ts  to  a  dynamic concept of 
turnover, o r  conversion, of cu rren t a sse ts .
A Dynamic Concept of l iq u id i ty . In  the cu rren tly  accepted b asis  
fo r  inclusion  of a sse ts  w ith in  the cu rren t c la s s if ic a tio n , the operating 
cycle of the firm  has been given recognition . The c irc u la tin g  c a p ita l  
process i s  thus presented as commencing with cash and ending w ith cash.
In  a formal way th is  i s  true  because i t  completes the cycle as generally  
conceived.
This i s  not completely r e a l i s t i c ,  however, from the standpoint of 
en te rp rise  ob jec tives. The ob jective  of en te rp rise  a c t iv i ty  i s  to  pro­
duce and dispose of merchandise, and thereby through a continuous process 
of conversions increase  c irc u la tin g  c a p ita l on a  continuing and recurring  
basis* Cash i s  the end product as f a r  as the cycle i s  concerned, but 
cash in  the form of id le  balances i s  an unproductive and unprofitab le  
a s s e t .  As a r e s u l t ,  i t  must be reinvested  in  physical merchandise which 
w il l  again be availab le  fo r  d isposal a t  a p r o f i t .  Once a business has 
begun functioning , th is  process begins operating , and, as Dewing says, 
**The p rop rie to rs of business do not want the  re tu rn  of th e i r  investment 
in  th e  form of cashj they want the continuing earning power of t h e i r  in ­
vestm ent."^1 Thus in  the case of most en te rp rises  I t  i s  not cash which 
i s  desired , but ra th e r  i t  i s  curren t a s s e ts , composed of sp ec ific  a s se ts
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i n  advantageous p ro p o r t io n s , th e  e x a c t  p ro p o r tio n s  depending upon th e  
type  o f  f i rm . I t  can th u s  be d isc e rn e d  t h a t  th e  o b je c t iv e ,  o r  f u n c t io n ,  
o f  e n te r p r i s e  i s  H. . . t o  p ro c e ss  l e s s  a c c e p ta b le  goods in to . . .m o r e  a c ­
c e p ta b le  fo rm , a n d . . . t h e  cy c le  i s  n o t  from  cash  to  cash  b u t from  raw 
m a te r ia ls  to  raw m a te r ia l s .  The o b je c t iv e  o f an  e n te r p r is e  i s  n o t from  
one p o in t  o f  l iq u id a t io n  to  a n o th e r  b u t  an  u n in te r ru p te d  con tinuous 
c y c l e . From th e  s ta n d p o in t  o f  b u s in e ss  c o n t in u i ty ,  th e n ,  a  de­
s i r a b le  deg ree  o f  l i q u i d i t y  i s  n o t  re p re s e n te d  b y  th e  p o s s e s s io n  o f  o n ly  
c a sh , b u t  in s te a d  c o n s i s t s  o f  b a la n c e d  h o ld in g s  o f  a s s e t s  t h a t  com prise 
th e  c u r r e n t  c l a s s i f i c a t i o n .
As th e  fo re g o in g  d is c u s s io n  concern ing  l i q u i d i t y  i n d ic a t e s ,  two 
concep ts o f  l i q u i d i t y  e x i s t —s t a t i c  l i q u i d i t y  and dynamic l i q u i d i t y .  
S t a t i c  l i q u i d i t y  i s  n o t  a  p h y s ic a l  o r  f u n c t io n a l  p ro p e r ty  o f  an  a s s e t ,  
b u t  r e f e r s  to  th e  ea se  w ith  w hich a n  a s s e t  can be s o ld .  L iq u id i ty  in  
t h i s  sen se  tt. . . i s  a  q u a l i t y  r e l a t e d  to  and m easured by th e  a b i l i t y  to  
exchange th e  a s s e t  f o r  money i n  g e n e r a l . "^3 T his s t a t i c  concep t o f  l i ­
q u id i ty  g iv e s  r i s e  to  th e  n o t io n  t h a t  deg rees o f  l i q u i d i t y  e x i s t ;  t h a t  
m erchandise i s  th e  l e a s t  l i q u id  o f  c u r r e n t  a s s e t s  and  t h a t  c a sh  and r e ­
c e iv a b le s  th e  most l i q u i d .  I n  th e  ca se  o f m erchandise in v e n to r ie s ,  raw 
m a te r ia ls  w ould be o f a lo w er o rd e r  o f  l i q u i d i t y  th a n  f in is h e d  goods, 
and  i n  th e  case  o f  r e c e iv a b le s  th e  lo n g e r- te rm  acc o u n ts  would presum ably 
be l e s s  l i q u i d  th a n  th e  s h o r te r - te rm  ones.
Dynamic l i q u i d i t y ,  on th e  o th e r  hand, ta k e s  cogn izance  o f  th e  f a c t  
t h a t  th e  u t i l i t y  o f  m erchandise i s  in c re a s e d  th ro u g h  th e  p ro d u c tiv e
"’^ M u e lle r, Og. C i t . ,  p . 162.
£3courtney  C« Brown, L iq u id i ty  and I n s t a b i l i t y  (New Y ork: 
Columbia U n iv e rs i ty  P r e s s ,  19U0;, P* 22.
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process. Merchandise in  i t s  raw m ate ria l s ta te  o r in  various stages of 
process i s  not ab le  to  command cash., since  i t  i s  not to  be disposed of 
in  th a t  manner. In  terms o f the dynamic concept o f l iq u id i ty ,  degrees of 
l iq u id i ty  do not e x is t ,  since l iq u id i ty  i s  a  r e s u l t  of conversions th a t 
occur through the e n tire  process of business opera tion . This concept of 
l iq u id i ty  recognizes the f a c t  th a t  the process o f conversion w i l l  not 
stop  when cash i s  rea liz ed  upon the sa le  o f merchandise o r c o llec tio n  of 
rece iv ab les , bu t in s tead  th a t  cash acquired  w i l l  be re in v ested  in  order 
th a t  merchandise can be acquired to  replace th a t  so ld . The l iq u id i ty  of 
various cu rren t a sse ts  can there fo re  not be compared s c ie n t i f ic a l ly  be­
cause they a re  not homogeneous.^ Various cu rren t a s s e ts  can be sub­
s t i tu te s  to  a degree, b u t b a s ic a lly  they must be m aintained in  proper 
proportions i f  an e n te rp r ise  i s  to  operate  su ccessfu lly . Consequently, 
attem pts to  assig n  various degrees of l iq u id i ty  to  sp e c if ic  cu rren t 
a s s e ts  a re  no t necessary, since l iq u id i ty  of a firm  i s  represen ted  by 
the  a b i l i ty  o f the firm  to  convert i t s  cu rren t a s se ts  from one form to  
another during the operating  cycle .
Considering l iq u id i ty  in  a  dynamic framework, i t  becomes a process 
of conversion ra th e r  than a c h a ra c te r is t ic  of a p a r t ic u la r  a s s e t .  Ex­
changes in  the  market p lace between producers and consumers o f the 
product are  e s s e n t ia l  i f  dynamic l iq u id i ty  i s  to  e x is t ,  since i f  ex­
changes a re  not p o ss ib le , conversion of a s se ts  and f in a l ly  economic 
a c t iv i ty  of the firm  ceases. In  order fo r  th is  process to  continue, i t  
i s  necessary fo r  the firm  to  produce o r stock merchandise fo r  which an 
e ffe c tiv e  demand e x is ts .  Only i f  an e ffe c tiv e  demand e x is ts  can mer­
chandise be disposed of in  exchange fo r  cash, the  cash to  be re invested
^ M u e lle r , Og. £ i t . ,  p . 166.
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a s  a means o f  f a c i l i t a t i n g  and th ereb y  co n tin u in g  th e  p ro cess  o f  con­
v e rs io n  in to  p e rp e tu i ty .
I t  i s  e v id e n t t h a t  t h i s  concep t o f l i q u i d i ty  i s  c o n s is te n t  w ith  th e  
c o n tin u i ty  o f  l i f e  concept o f  a cc o u n tin g . I t  presum es a r e a l i s t i c ,  long- 
run  view o f  th e  e n te r p r i s e ,  reco g n iz in g  t h a t  a s  cash  i s  r e a l iz e d  from 
th e  s a le  o f  m erchandise and th e  c o l le c t io n  o f  r e c e iv a b le s ,  th e  cash  w i l l  
be used  f o r  th e  payment o f  e x is t in g  l i a b i l i t i e s ,  w ith  new l i a b i l i t i e s  
be ing  c re a te d  a s  a d d i t io n a l  m erchandise i s  a c q u ire d . I t  avo id s th e  
s h o r t- ru n  view embodied in  th e  s t a t i c  concept o f  l i q u i d i t y ,  which em­
p h a s iz e s  th e  a b i l i t y  o f an a s s e t  to  command cash im m ediately  a s  a means 
o f  s a t i s f y in g  c r e d i to r s .  The dynamic concept th u s  reco g n ize s  t h a t  l i ­
q u id i ty  i s  a co n tin u in g  p ro ce ss  r a th e r  th an  a  measure o r  an  in d ic a t io n  
o f  th e  immediate ^pounce” p o s s i b i l i t i e s  o f th e  a s s e t s  h e ld  b y  th e  f irm .
C onclusions Concerning L iq u id i ty . Two co n c lu sio n s  can be drawn 
concern ing  th e  concept o f  l i q u i d i ty .  F i r s t ,  two a s p e c ts  o f  l i q u i d i ty  
s ta n d  o u t. These, r e f e r  to  th e  s t a t i c  and to  th e  dynamic a s p e c ts  o f 
l i q u i d i t y .  Second, th e  source  o f  l iq u i d i ty  c o n s is te n t  w ith  th e  going 
concern  concept o f acco u n tin g  l i e s  in^ th e  a b i l i t y  o f  a  c u rre n t  a s s e t  to  
be co n v erted  from  one form  to  a n o th e r . T his c o n v e r t ib i l i t y  depends on 
th e  e f f e c t iv e  demand f o r  and hence m a rk e ta b i l i ty  o f  th e  f i n a l  p ro d u c t. 
.Only exchanges o f th e  p roduct r e s u l t in g  from  i t s  m a rk e ta b ili ty -  can a s su re  
th e  conversions which a re  in h e re n t  in  th e  o p e ra tin g  c y c le  and th e re b y  
a ssu re  th e  p ro cess  o f l i q u i d i ty  o f  th e  f irm .
Dynamic L iq u id ity  a s  a  Measure o f S o lvency . The p reced in g  d isc u s ­
s io n  in d ic a te s  t h a t  th e  concept o f  l i q u i d i ty  which i s  c o n s is te n t  w ith  th e  
going concern  concept o f accoun ting  i s  a  dynamic one. I t  must now be 
determ ined  i f  l i q u i d i t y  i n  t h i s  sense i s  u s e fu l  in  m easuring so lvency .
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Solvency as used here re fe r s  to  the  a b i l i ty  o f th e  firm  to  meet maturing 
o b lig a tio n s .
The current r a t io  as a measure of solvency. The measurement 
of a f i rm 's  a b i l i ty  to  pay i t s  debts as they become due i s  an extremely 
im portant a sp ec t o f f in a n c ia l  a n a ly s is . A q u a n ti ta t iv e , formula type of 
measurement i s  requ ired  fo r  such purposes as bond in d en tu res , term  loans, 
sho rt-term  bank c re d i t ,  and comparative analyses of f i r m s .^  In  add i­
t io n ,  an a n a ly sis  which w il l  reveal the  capacity  of a firm  to  w ithstand 
temporary delays o r declines in  re c e ip ts  w i l l  a lso  be appropria te  fo r  a 
couplete sho rt-term  a n a ly s is . At p re se n t, the cu rren t ra t io  and quick 
r a t io  a re  g en era lly  used fo r  these  purposes. I f  these  ra t io s  a re  v a lid  
measures, cu rren t a s se ts  should provide a good in d ic a tio n  of sho rt-term  
solvency and hence f in a n c ia l  s tren g th .
Since the going concern concept of accounting i s  so basic  to  account­
ing  theo ry  and methodology and so r e a l i s t i c  from the standpoin t of 
business operations in  the r e a l  world, a  v a lid  measure of solvency must 
be based on th is  concept. In  th i s  s i tu a t io n  i t  i s  recognized th a t  due 
to  continued opera tions, n e ith e r  w i l l  a l l  cu rren t a s se ts  be re a liz e d  
nor w i l l  a l l  cu rren t l i a b i l i t i e s  be liq u id a te d  a t  any tim e. In s te ad , 
sp e c if ic  a s se ts  and sp e c if ic  e q u itie s  e x is tin g  a t  any given date w i l l  
be e lim inated  only tem porarily . Each of these items w i l l  be replaced  
w ith o thers as ex is tin g  ones a re  disposed o f . The sura of each c la s s i ­
f ic a tio n  w il l  be r e la t iv e ly  co n stan t, except fo r  seasonal and se cu la r 
v a r ia tio n s , bu t the sp e c if ic  item s of a s se ts  and l i a b i l i t i e s  making up 
the  sum w il l  be in  a constant s ta te  of movement. As in d ica ted  e a r l i e r ,
^ S o r te r  and Benston, 0£. C i t . ,  p . 633.
99
l iq u id i ty  comes from t h i s  s t a te  o f a c t iv i t y  ■within th e  c u r re n t  a s s e t  
c l a s s i f i c a t io n .  L ikew ise, solvency to  a co n sid erab le  degree depends 
upon th i s  s t a te  o f change th a t  occurs w ith in  the c u rre n t l i a b i l i t y  c l a s s i ­
f i c a t i o n ,  Solvency thus depends upon the l iq u id i ty  o f c u rre n t  a s s e ts  as  
e s ta b l is h e d  through th e  c o n tin u a l tu rn o v er o f the a s s e t s .  The f irm  as 
a  dynamic e n t i ty  need never repay i t s  c re d i to rs  a t  any given tim e, b u t 
in s te a d  need only  d ispose of e x is t in g  c u rre n t a s s e ts  as  a means of 
m ain tain ing  th e  tu rnover o f c u rre n t l i a b i l i t i e s .
P roper a p p lic a t io n  o f g e n e ra lly  accep ted  accounting  p r in c ip le s  of 
c u rre n t a s s e t  v a lu a tio n  and c la s s i f i c a t io n  w i l l  a ssu re  sta tem en t a n a ly s ts  
o f the  f a c t  t h a t  under normal b u sin ess  c ircum stances, assuming away 
tem porary lo s s  p e rio d s  f o r  th e  p re s e n t , th e  amount a ss ig n ed  to  c u rre n t  
a s s e ts  i s  an in d ic a t io n  o f funds t h a t  w i l l  be a v a ila b le  in  the  sh o r t  
run  f o r  th e  s a t i s f a c t io n  o f c r e d i to r s ' c la im s. G enera lly  accep ted  
accoun ting  p r in c ip le s  a ssu re  a n a ly s ts  o f th is  s in ce  th e  v a lu a tio n  p ro ­
cedure a p p lic a b le  to  c u rre n t a s s e ts  i s  th e  lower o f c o s t o r n e t  r e a l iz a b le  
v a lu e . A co n se rv a tiv e , b u t  y e t  r e a l i s t i c  p ic tu re  of funds t h a t  w i l l  
become a v a ila b le  i s  thus p re se n te d . L ikew ise, a s s e ts  th a t  w i l l  n o t be 
r e a l iz e d  ox* consumed during  the  o p e ra tin g  cycle w i l l  n o t  be included  
among c u rre n t a s s e t s .  Again, the  r e s u l t  o f  th ese  procedures i s  the  
re p o r tin g  of a r e a l i s t i c  and r e l i a b le  f ig u re  f o r  t o t a l  c u rre n t a s s e ts  
and th e re fo re  a r e a l i s t i c  re la t io n s h ip  between c u rre n t  a s s e ts  and cu r­
r e n t  l i a b i l i t i e s .
Working c a p i ta l  a s  a  requirem ent f o r  so lvency . The procedure 
o u tlin e d  above must be m odified  to  some e x te n t to  provide a means of 
m eeting e i th e r  unf oreseen lo s s  p e rio d s  o r  p e rio d s during  which c o lle c t io n s  
a re  reduced a s  a  r e s u l t  o f seaso n a l o r  c y c l ic a l  red u c tio n s  in  s a le s
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revenue. In  these s itu a tio n s  conversion of cu rren t a s se ts  may no t be 
s u f f ic ie n t  to  meet maturing ob liga tions and business expenses as w ell. 
Under these circumstances a f irm 's  working c a p ita l  must be r e l ie d  upon 
as a b a s is  fo r  absorbing the losses o r  expenses and thereby perm it the 
firm  to survive the period  of f in a n c ia l  s t r e s s . ^  Working c a p ita l  held 
in  the form of l iq u id  a sse ts  i s  therefo re  a b u ffe r which can be u t i l i z e d  
during unfortunate business experiences to  pay maturing ob liga tions and 
thereby avoid insolvency and f in an c ia l embarrassment. A s a tis fa c to iy  
cu rren t r a t io  thus gives some degree of assurance th a t  a bu ffer of work­
ing c a p ita l  e x is ts  fo r  the absorp tion  of unforeseen lo sses  which may 
develop.
One fu r th e r  advantage adds to  the r e l i a b i l i t y  of some of the formula- 
type measures of short-term  solvency, notably the quick cu rren t r a t io ,  
which omits inven to ries from i t s  computation. When a comparison i s  made 
between liq u id  a sse ts  and curren t l i a b i l i t i e s ,  com parability of the  items 
re s u lts  due to  the  f a c t  th a t  s im ila r va luation  bases e x is t .  In  regard  to  
the p o in t of va luation  b a s is , a d o lla r  o f l iq u id  a sse ts  i s  u su a lly  nearly  
the same as a d o lla r  of cu rren t l i a b i l i t i e s .
There are p o s s ib i l i t ie s  th a t the chain of conversions th a t  d e te r­
mines the  l iq u id i ty  p o s itio n  of the firm  nay break down and thereby 
r e s u l t  in  insolvency. As in d ica ted  e a r l ie r ,  i f  the chain of conversions 
slows appreciab ly , re a liz a tio n  of some current a sse ts  w il l  be p o s t­
poned to a date outside the boundaries of the operating cycle and these 
items w ill  then be tran sfe rred  from the curren t c la s s if ic a t io n . The
^Sam uel W, Specth rie , In d u s tr ia l  Accounting (Second E dition ; 
Englewood C lif fs :  P ren tice-H all, In c .,  1959)> p . 101.
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r e s u l t in g  d e c re a se  i n  th e  r a t i o  o f  c u r r e n t  a s s e t s  to  c u r re n t  l i a b i l i t i e s  
w i l l  th u s  in d ic a te  th e  f a c t  t h a t  th e  s h o r t- te rm  d e b t pay ing  c a p a c ity  o f  
th e  f irm  is -d im in is h in g . In c re a s in g  in v e n to r ie s  and lo n g e r  c o l l e c t io n  
p e r io d s  o f  a cco u n ts  r e c e iv a b le  a re  two o f  th e  most common e v id e n ce s  o f  
an  im pending breakdown i n  th e  c h a in  o f  c o n v e r s io n s .^
A g r e a te r  th a n  p r o p o r t io n a l  in c re a s e  i n  in v e n to r ie s  r e l a t i v e  to  
s a le s  w i l l  n o t  be re v e a le d  by th e  c u r re n t  r a t i o  u n t i l  a  p o r t io n  o f  th e  
in v e n to r ie s  can no lo n g e r  be in c lu d e d  i n  c u r re n t  a s s e t s j  b u t  th e  q u ick  
c u r r e n t  r a t i o ,  w hich does n o t  in c lu d e  in v e n to r ie s  i n  i t s  com pu ta tion , 
w i l l  r e v e a l  th e  change im m ed ia te ly  and th e re b y  a s s i s t  i n  d e te rm in in g  i f  
o v e rin v estm en t i n  m erchandise in v e n to r ie s  i s  o c c u r r in g . A len g th e n in g  
o f th e  c o l l e c t io n  p e r io d  o f re c e iv a b le s  w i l l  n o t be r e v e a le d  by e i t h e r  
o f  th e  fo rm u la -ty p e  m easurem ents, b u t  a p o s s ib le  breakdown in  re c e iv a b le  
c o n v ers io n s  can  be re v e a le d  th ro u g h  a s u b je c t iv e  e v a lu a t io n  b ased  on a  
p e r io d ic  co n p a riso n  o f  a cc o u n ts  r e c e iv a b le  to  c r e d i t  s a l e s .
Even i n  s i t u a t i o n s  in  w hich in c re a s in g  in v e n to r ie s  and lo n g e r  
c o l l e c t io n  p e r io d s  a r e  deve lop in g  a s  a  r e s u l t  o f  a  slowdown i n  th e  r a t e  
o f  c o n v e rs io n , how ever, a  companion o f  th e  c u r r e n t  r a t i o ,  th e  qu ick  
r a t i o ,  w i l l  h ig h l ig h t  th e  f a c t  t h a t  th e  r a t e  o f c o n v e rs io n , n o ta b ly  the  
in v e n to ry  co n v e rs io n , i s  d e c l in in g .  T h is r e d u c tio n  i n  th e  q u ick  r a t i o  
w i l l  th u s  f o r e c a s t  t h a t  th e  f u tu r e  may h o ld  some degree  o f  danger o f 
in so lv e n c y .
C onclusions Concerning L iq u id i ty  and S o lv en cy . On th e  b a s i s  o f  
th e  p re c e d in g  a n a ly s is  o f  th e  c u r r e n t  and q u ick  r a t i o s ,  i t  can be con­
d u c ted  t h a t  l i q u i d i t y ,  a s  m easured by th e  two r a t i o s  a n a ly z e d , in d ic a te s
^M ueller, Oja. C jt. ,  p. 169.
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the  p robab le  c a p a c ity  o f  an e n te rp r is e  to  meet m aturing o b lig a t io n s . A 
s tro n g  c u rre n t p o s i t io n  g e n e ra lly  means th a t  a l l  c u r re n t ly  m aturing ob­
l ig a t io n s  w i l l  be p a id  prom ptly , w hile  a  weak c u rre n t p o s i t io n  in d ic a te s  
t h a t  debt re tire m e n t may be slow , o r  even d o u b tfu l. A lso , a s  in d ic a te d , 
some degree o f judgment w i l l  be re q u ire d  on th e  p a r t  o f th e  a n a ly s t ,  
s in ce  some su b je c tiv e  e v a lu a tio n s  w i l l  a ls o  have to  be made. However, 
even though some su b je c tiv e  e v a lu a tio n  w i l l  be req u ire d  in  a d d it io n  to  
th e  com putation o f r a t i o s ,  i t  must b e  argued th a t  an a n a ly s is  o f c u rre n t 
a s s e ts  does r e f l e c t  sh o rt- te rm  l iq u i d i ty ,  and t h i s  compared w ith  c u rre n t 
l i a b i l i t i e s  does r e f l e c t  sh o rt» te rm  so lvency . I t  can fu rtherm ore  be 
concluded t h a t  a  s u f f i c i e n t  amount o f working c a p i ta l  must e x i s t ,  s in ce  
th e  c a p a c ity  o f  the  e n te rp r is e  to  c a rry  on e f f e c t iv e  o p e ra tio n s  and the  
a b i l i t y  to  w ith stan d  p e rio d s  o f f in a n c ia l  s t r e s s  a re  dependent upon th e  
adequacy o f working c a p i t a l .  I n  o th e r  words, i t  i s  through c u rre n t 
a s s e t s  and working c a p i ta l  t h a t  l i q u i d i ty  i s  a t ta in e d . '* 8 The concepts 
o f  c u rre n t  a s s e t s  and working c a p i ta l  can be p u t to  dynamic use  and 
th ereb y  se rv e  a s  v i t a l  f in a n c ia l  g u id e p o s ts .$9
The s ig n if ic a n c e  and u se fu ln e ss  o f th e  c u rre n t  c la s s i f i c a t io n s  o f 
accoun ts and th e  e n t i r e  working c a p i ta l  concep t can be summed a s  fo llo w s! 
“The working c a p i ta l  s e c tio n  o f th e  balance  sh e e t i s  the  measure o f 
l iq u id i ty  o f th e  f irm ."6° i t  i s  im portan t to  management a s  a “ .. .m e a s ­
u re  o f th e  f l u i d i t y  o f c a p i ta l  and a s  an in d ic a to r  o f b a lan ce  i n  the
g8I b id . , p .  162.
^ C o l in  P ark , "Working C a p ita l  and th e  O perating  C ircle," The 
Accounting Review, XXVI (1951)> 299.
80Joseph A. M au rie llo , “The Working C a p ita l  Concept--A r e s t a t e ­
m ent," The A ccounting Review, XXXVII (1962), 39.
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a s s e t  and l i a b i l i t y  " s tru c tu re  of the  company. Banks a n d .„.sh o rt- te rm  
c re d i to rs  a re  v i t a l l y  in te r e s te d  in  the amount of working c a p i ta l  from 
th e  standpo in t of eva lua ting  the  p ro sp ec t of repayment o f . . .c la im s  a g a in s t 
the  company.1'
Paton s im ila r ly  s t r e s s e s  the s ig n ific an c e  o f the c u rre n t c la s s i f i c a ­
t io n  in  the  follow ing words: G enerally , c u rre n t resources rep re se n t
" .. .p u rc h a s in g  power immediately a v a ila b le  o r sh o rtly  to  become a v a ila b le . 
Fixed resources a r e . . .s lo w ly  revolv ing  com m itm ents,...unavailab le  as 
working c a p i ta l .  This i s . . . o f  considerab le  inportance i n . . .f in a n c ia l  
ad m in is tra tio n  o f the  e n te rp r is e ,  and i t  i s  n o t su rp ris in g  th a t  th e  
accoun tan t takes cognizance of the  s i tu a t io n  i n . . .c la s s i f ic a t io n s  and 
methods o f r e p o r t in g .”^
V aluation o f Current A ssets
C urrent a s s e ts  c o n s is t  o f f iv e  main c la s s e s :  ( l )  Cash; (2) Temporary
investm ents; (3) S hort-term  re c e iv a b le s ; CU) In v e n to r ie s ; and (5) C urrent 
prepaym ents.^3 gash c o n s is ts  of money and n eg o tiab le  instrum ents which 
c ir c u la te  a s  money, inc lu d in g  " . . .a n y  medium o f exchange which a  bank w il l  
accep t fo r  d ep o sit and immediate c re d i t  to  the d e p o s ito r 's  a cc o u n t,”^  
and a ls o  u n re s tr ic te d  bank ba lances. Temporary investm ents c o n s is t of 
m arketable s e c u r i t ie s  f o r  which a ready market e x is ts  and which i t  i s  
management's in te n tio n  to  d ispose o f in  the  near fu tu re  a t  e x is tin g  market
6 lI b id . ,  p . 39.
°  Advanced Accounting, 0po C i t . ,  p . 9.
63I b id . ,  p . 9.
i
6i*Walter B. Meigs and C harles E, Johnson, Accounting (New York:
McGraw H il l  Book Co., I n c . ,  1962), p . 266.
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p r ic e s .  Short-term  rece iv ab les  a re  claim s of the  firm  a g a in s t o th e r 
firm s o r  in d iv id u a ls  and rep resen t M...am ounts owed to  the business as 
a r e s u l t  of c re d i t  t r a n s a c tio n s .1* ^  In v en to ries  c o n s is t p rim a rily  of 
merchandise held  f o r  s a le , and are  made up of raw m a te r ia ls , work in  the  
process o f m anufacture, and f in ish e d  m erchandise. F in a lly , c u rre n t p re ­
payments c o n s is t  of m iscellaneous item s, b a s ic a lly  rep resen ting  payments 
made in  advance on sh o rt-te rm  a s s e ts  th a t  w i l l  be consumed and thus 
charged to  opera tions as expenses w ith in  the time l im its  e s ta b lish e d  
by the c u rre n t a s s e t  concept.
Cash, rec e iv a b le s , and m arketable s e c u r i t ie s  g en era lly  rep re se n t no 
g rea t problem of v a lu a tio n , o r measurement* T heir v a lua tion  procedure 
i s  based on cost o r  c ash -re a liza b le  va lue , whichever i s  lo w e r .^  In  
the  case o f cash , the c ash -re a liza b le  value i s  obvious, re fe r r in g  to  the 
amount of u n re s tr ic te d  cash on hand and on d ep o sit. C ash -rea lizab le  
value in  the  case of rece ivab les can not be determ ined w ithout some 
degree of e s tim atio n . I t  req u ire s  th a t  t o t a l  rece iv ab les  o f th e  firm  
be reduced to  a re a liz a b le  value f ig u re  through the use o f a  va lu a tio n  
allowance rep resen ting  the  d o lla r  amount of estim ated u n c o lle c tib le  
accounts included  in  th e  t o t a l i t y  of rece iv ab le s . M arketable s e c u r i t ie s  
a re  valued a t  c o s t, except in  cases in  which market p r ic e s  have declined 
since  the  date of a c q u is itio n . In  these  s i tu a tio n s  a v a lu a tio n  allow ­
ance, determined on the  b a s is  of a conparison o f co s t w ith  cu rre n t 
market q u o ta tio n s, can be deducted from the co st of th e  s e c u r i t ie s  as 
a means of p resen ting  the re a liz a b le  value of th e  investm ent.
65h. A* Finney and H. E. M ille r , P rin c ip le s  o f  Accounting, 
In troducto ry  (F if th  E d ition j Englewood C l i f f s ;  P re n tic e -B a ll, I n c . .
W T T p T E T
^ S p e c th r ie ,  Op.  C it . , p . 98.
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The b a s ic  v a lu a tio n  procedure  a p p lic a b le  to  in v e n to r ie s  i s  c o s t ,  
m eaning, " » . . i n  p r in c ip le ,  th e  stun o f th e  a p p lic a b le  e x p en d itu re s  and 
charges d i r e c t l y  o r  i n d i r e c t ly  in c u rre d  in  b r in g in g  an a r t i c l e  to  i t s  
e x is t in g  c o n d it io n  and l o c a t i o n , b u t  which i s  g e n e ra lly  " . . .u n d e r -
/O
sto o d  to  mean a c q u is i t io n  and p ro d u c tio n  c o s t s ."  However, in  some 
c ircum stances v a lu a tio n  a t  a  f ig u re  low er th an  c o s t  w i l l  be n e c e ssa ry .
In  a s i t u a t io n  in  which rep lacem ent c o s t  o f  th e  in v en to ry  i s  low er th an  
o r ig in a l  c o s t  o f s a la b le  m erchandise i n  s to c k  and s e l l in g  p r ic e s  o f th e  
m erchandise have a ls o  d e c lin e d , o r  i f  i t  i s  a n t ic ip a te d  t h a t  s e l l in g  
p r ic e s  w i l l  d e c lin e  a s  a  r e s u l t  o f  th e  d e c lin e  in  rep lacem ent c o s t ,  th e  
in v e n to ry  shou ld  be v a lu ed  a t  an amount which i s  l e s s  th an  c o s t .  This 
can be accom plished by  reducing  th e  v a lu e  to  an  amount commonly r e f e r r e d  
to  a s  m arke t. The term  m arket means rep lacem ent c o s t ,  e x ce p t t h a t  t h i s  
amount (1 )  "sh o u ld  n o t exceed th e  n e t  r e a l iz a b le  va lue  ( i . e . ,  e s tim a te d  
s e l l in g  p r i c e . . . l e s s  rea so n a b ly  p re d ic ta b le  c o s ts  of com pletion  and d i s ­
p o s a l) ;  and ( 2 ) . . . shou ld  n o t be l e s s  than  n e t r e a l iz a b le  v a lu e  reduced 
by an  allow ance f o r  an  ap p rox im ate ly  normal p r o f i t  m arg in ."69
C u rren t prepaym ents a re  v a lu ed  a t  c o s t .  T his f ig u re  re p re s e n ts  
th e  ba lan ce  o f  th e  o r ig in a l  c o s t  o f  th e  a s s e t  t h a t  has n o t been converted  
to  expense , and th u s  in d ic a te s  th e  p o r t io n  of c o s t which w i l l  be c a r r ie d  
fo rw ard  to  fu tu re  accoun ting  p e r io d s . C ost as  used  here  c o n s is ts  o f  th e  
unabsorbed s e rv ic e  p o te n t i a l  s t i l l  embodied in  th e  a s s e t s .
^ R e s ta te m e n t and Revis i on of_ A ccounting R esearch B u l le t in s ,  
Op. C i t», p . 25.
68I b i d . , p . 28 .
69I b i d . , p .  3 1 .
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Summary
t In  the  p a s t  the  balance sheet o f a firm  was considered o f prime 
importance as an in d ic a tio n  of the  firm ’s debt-paying a b i l i t y .  C red ito rs  
looked a t  the  sta tem ent from the s tandpo in t o f a fo rced  sa le  o f a s s e ts  as 
a means o f ob ta in ing  s a t is f a c t io n  of t h e i r  claim s. The balance sh ee t i s  
s t i l l  o f s ig n if ic an c e  in  th e  determ ination o f debt-paying a b i l i t y ,  and 
p a r t ic u la r ly  so in  regard  to  sh o rt-te rm  d eb ts . However, the  view point 
has changed. Emphasis i s  no longer p laced  on re a liz a b le  values of a s se ts  
re s u ltin g  from t h e i r  fo rced  s a le ,  b u t in s te a d  l iq u id i ty  of the  c u rre n t 
a s s e ts  i s  o f g re a te r  inportance as a means of determ ining solvency.
L iqu id ity  in  a  cfynamic sense r e s u l ts  from the  c o n v e r t ib i l i ty  o f the 
c u rre n t a s s e ts .  C o n v e r tib ili ty  re fe r s  to  th e  a b i l i t y  of the  a s s e ts  to  
be exchanged o r tu rned  over during the opera ting  cy c le , w ith  a  re s u ltin g  
increase  in  the  t o t a l i t y  o f c u rren t a s s e ts  w ith  each round of. conversions. 
This growth o r  increase  i n  c u rre n t a s s e ts  and hence working c a p i ta l  g ives 
an in d ic a tio n  of an increase  in  a s s e ts  th a t  w i l l  become a v a ila b le  f o r  
expansion of the firm  and l iq u id a tio n  of l i a b i l i t i e s  in  the  fu tu re . A 
weak o r  unfavorable balance sh ee t p o s it io n  can be remedied through a 
continuing s e r ie s  o f p ro f i ta b le  conversions, w hile a lack  of adequate 
conversions can r e s u l t  in  the  d is s ip a tio n  of a s s e ts  and thereby  a decline  
in  solvency. From a  going-concem  stan d p o in t, th e re fo re , l iq u id i ty  i s  
determined by the a b i l i t y  of cu rre n t a s se ts  to  be converted to  o th e r  
form s, and l iq u id i ty  thus developed r e s u l ts  in  the growth o f working 
c a p ita l  and an improvement in  the  sho rt-te rm  solvency of th e  firm .
Solvency of th e  firm , as in d ic a te d  by th e  va rious measurements of 
the adequacy of working c a p i ta l ,  i s  of marked s ig n if ic a n c e , fo r  upon i t s  
adequacy depends the  cap ac ity  of the  firm  to  c a riy  on e f fe c t iv e  opera tions
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and a ls o  th e  a b i l i t y  o f th e  f irm  to  su rv ive  p e rio d s  during  which lo s s e s  
a re  in c u rre d .
On th e  b a s is  o f th e  p reced ing  a n a ly s is  and d isc u ss io n  of the  c u rre n t  
accoun ts o f  a  f irm , i t  can f u r th e r  be concluded th a t  a n t ic ip a t io n  assumes 
a  s ig n i f ic a n t  ro le  in  reg a rd  to  two a sp e c ts  invo lved  in  th e  re p o r tin g  o f 
c u r re n t  accoun ts on f in a n c ia l  s ta te m e n ts . F i r s t ,  i t  re q u ire s  co n sid era ­
t io n  in  problem s o f re c o g n itio n  o f c u r re n t  item s, and second ly , i t  r e ­
q u ire s  c o n s id e ra tio n  in  problem s of v a lu a tio n .
A n tic ip a tio n  forms an e s s e n t ia l  b a s is  f o r  a s s e t  accoun ting  in  
g e n e ra l ,  s in ce  a s s e ts  re p re se n t  p ro sp e c tiv e  economic b e n e f i ts  to  be 
r e a l iz e d  by the  f irm  through u t i l i z a t i o n  o f th e  a s s e t s .  In  th e  more 
s p e c i f ic  case  in v o lv in g  c u rre n t  a s s e t s ,  i t  i s  a n t ic ip a te d  th a t  the  bene­
f i t s  embodied in  th e  a s s e t s  w i l l  be r e a l iz e d  du ring  a r e l a t i v e ly  sh o r t  
p e rio d  o f tim e-.« the o p e ra tin g  c y c le . I t  i s  thus obvious t h a t  a n t ic ip a ­
t io n  in  th e  a re a  o f c u rre n t a s s e t  re c o g n itio n  assumes a  dual r o l e .  I t  
i s  a n t ic ip a te d  f i r s t  t h a t  se rv ic e  p o te n t ia l  does e x i s t ,  and second ly , i t  
i s  a n t ic ip a te d  th a t  th e  p o te n t ia l  b e n e f i t  w i l l  be r e a l iz e d  through con­
v e rs io n  o f th e  a s s e t  w ith in  a  determ inable  p e rio d  o f tim e . The s i tu a t io n  
in  reg a rd  to  re c o g n itio n  o f c u rre n t  l i a b i l i t i e s  i s  somewhat d i f f e r e n t .  
R eported  c u r re n t  l i a b i l i t i e s  re p re se n t a n t ic ip a te d  payments t h a t  w i l l  be 
re q u ire d , b u t th e  date  on which th e se  payments w i l l  be n ecessa ry  ia  
g e n e ra lly  f ix e d .  This r e s u l t s  in  the  f a c t  t h a t  a n t ic ip a t io n  assumes 
on ly  a  s in g le  ro le  i n  c u rre n t  l i a b i l i t y  re c o g n itio n , and th e re fo re  i s  
n o t a s  s ig n i f ic a n t  in  t h i s  a re a  as in  th e  a re a  o f re c o g n itio n  o f c u rre n t  
a s s e t s .
A n tic ip a tio n  p lay s  a s im i la r ly  im p o rtan t ro le  i n  the  v a lu a tio n  of 
c u rre n t  item s. In  s i tu a t io n s  in  which c a s h - re a l iz a b le  value  i s  l e s s
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than  cost o f the  a s s e t ,  c a sh -re a liz a b le  value i s  used as the  b a s is  of 
v a lu a tio n . In  the case o f rec e iv a b le s , sho rt-te rm  investm ents, and 
in v e n to r ie s , c a sh -re a liz a b le  value i s  fre q u e n tly  le s s  than c o s t, and 
th e re fo re  v a lu a tio n  allowances a re  req u ired  as a  means of reducing the  
amount o f the  a s s e t  to  the  lower f ig u re . Thus, any lo sse s  which may 
develop as a r e s u l t  of u n c o lle c tib le  rec e iv a b le s , market d ec lin es  of 
sh o rt-te rm  investm ents,- o r d e c lin e s  in  the  re a liz a b le  value of inven­
to r ie s  o f m erchandise, a re  a n tic ip a te d  and consequently recognized p r io r  
to  a c tu a l  re a l iz a t io n  of the  lo ss  through sa le  of th e  a s s e t .
C hapter V
THE ROIE OP ANTICIPATION IN ACCOUNTING FOR FIXED ASSETS 
In tro d u c tio n
F in a n c ia l accoun ting  i n  th e  U nited  S ta te s ,  a p p a re n tly  s in c e  i t s  
f i r s t  appearance h e re , has been anchored by th e  id e a  o f  h i s t o r i c a l  c o s t . ^ 
Net income f o r  th e  m a jo rity  o f  f irm s has been co n sid ered  to  be th e  ex­
c e ss  o f  r e a l iz e d  revenue over h i s t o r i c a l  c o s ts  t h a t  can reaso n ab ly  be 
determ ined to  have been consumed o r  e x p ire d  in  th e  p ro cess  o f  g en e ra tin g  
revenue. Income d e te rm in a tio n  i s  th u s  p r im a r ily  a problem  o f  m atching 
revenue w ith  r e l a te d  c o s ts . I n  o rd e r to  a r r iv e  a t  a  reaso n ab ly  o b je c tiv e  
and comparable b a s is  f o r  H atching revenue and c o s t s ,  numerous accoun ting  
conven tions and s tan d ard s  have developed a s  a  means o f  e f f e c t in g  th e  
income -d e te rm in a tio n  pro ce s s .
One o f th e  s ig n i f ic a n t  conventions t h a t  has developed and i s  th u s  
b a s ic  to  Income d e te rm in a tio n  i s  th e  u se  o f o r ig in a l  c o s t ,  w ith  no ad­
ju stm en t o f  t h i s  c o s t due to  subsequent .changes, i n  th e  r e a l  v a lu e  o f th e  
m onetary u n i t .  One o f th e  im p o rtan t elem ents o f  c o s t  which, must be 
matched w ith  revenue o f  a  p e r io d  and which i s  a t  th e  same tim e s i g n i f i ­
c a n t ly  a f f e c te d  by changes i n  th e  r e a l  v a lu e  o f  th e  m onetary u n i t  i s  de­
p r e c ia t io n  o f f ix e d  a s s e t s .  D ep rec ia tio n  r e f e r s  t o  th e  a l lo c a t io n  o f  the  
c o s t  o f  f ix e d  a s s e t s  to  o p e ra tio n s  du ring  p e rio d s  which b e n e f i t  from  th e  
use  o f th e  a s s e t  and th e reb y  absorb  th e  se rv ic e  p o t e n t i a l  o f  t h e  a s s e t ,
•^Stephan Z e ff,  "Replacement G ost: Member o f th e  Fam ily , Welcome
G uest, o r  I n t r u d e r ,"  The A ccounting Review, XXXVII (1 9 6 2 ), 611.
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Meaning o f  th e  term  F ixed  A ssets
R eference has been made i n  p reced ing  c h ap te rs  to  th e  fu n c t io n a l  
d i s t in c t io n  between c u rre n t  and f ix e d  a s s e t s .  As in d ic a te d  th en , f ix e d  
a s s e ts  re p re se n t bundles o f  s e rv ic e  p o ten tia l.w h ich , a re  o f l i t t l e  s ig ­
n if ic a n c e  u n le s s  c u rre n t ,  o r  c i r c u la t in g ,  asse tB  a re  a v a i la b le  f o r  th e  
purpose o f  a b so rp tio n  o f  th e  se rv ic e  p o te n t ia l  o f th e  f ix e d  a s s e t s .
F ixed  a s s e ts  a re  th u s o f  value on ly  so long a s  th e y  a re  a c tu a l ly  u t i l i s e d  
in  th e  g e n e ra tio n  o f  s e rv ic e s ,  a  p ro cess  which i s  f a c i l i t a t e d  by th e  
e x is te n c e  o f  c u rre n t a s s e t s .
H is to r ic a l ly ,  th e  word a s s e t ,  w ithou t reg a rd  to  c la s s i f i c a t io n ,  can 
be  t ra c e d  back to  th e  F rench ph rase  a s  sea d* e f f e t e , which r e f e r r e d  to  
o n e 's  owning s u f f i c i e n t  e f f e c t s  o r  p ro p e r t ie s  f o r  th e  payment o f d e b ts . ^
A l i t e r a l  r e t r a n s la t io n  o f  th e  a n g lic iz e d  word a s s e t s  back in to  th e  
o r ig in a l  sense would g ive th e  phrase  " s u f f ic ie n ts ,  to  pay  d e b ts ,"  which 
in d ic a te s  th e  term  a s s e t  i s  a  te c h n ic a l  one ca rry in g  i t s  own co n n o ta tio n — 
t h a t  o f p ro p e rty  a v a ila b le  to  pay d e b ts ,^  L a te r in  business, and accoun t­
in g  th e  term  came to  mean any p ro p e rty  held , by a b u sin ess  e n te rp r is e  f o r  
use i n  i t s  opera tion*^  The meaning f u r th e r  evolved from  t h i s  concept to  
th e  p re s e n tly  accep ted  one, which s t a t e s  t h a t  a s s e t s  a re  embodiments o f 
s e rv ic e  p o te n t ia l .
I n  d isc u ss in g  th e  problems invo lved  in  accounting  f o r  f ix e d  a s s e t s ,  
i t  i s  e s s e n t ia l  t h a t  th e  term  be more r ig o ro u s ly  d e fin e d . A study  o f  
p ro fe s s io n a l  w r i t in g s  re v e a ls  th e  f a c t  t h a t  s e v e ra l ty p e s  o f d e f in i t io n s
?A. C, L i t t le to n ,  "The A ccounting Exchange," The Accounting 
Review,  XXI (191*6), 3Ul. ---------------------
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o f the  term  e x i s t .  Included among th e  v a rio u s  d e f in i t io n s  a re  th e  
fo llow ing :
1 . "F ixed a s s e ts  a re  those  a s s e ts  o f  a  more o r  l e s s  p e r ­
manent n a tu re  used in  a  b u s in e ss , w hether i t  be a 
m anufacturing, w ho lesa le , r e t a i l ,  o r  o th e r  type of 
e n te rp r is e .  They re p re se n t th e  to o ls ,  u sin g  th e  term  
in  & broad  se n se , which a re  used  in  th e  conduct o f  a  
b u s in e ss , a s  d is tin g u ish e d  f ro m .. .o th e r  a s s e ts  which 
a r i s e  o u t of th e  o p e ra tio n  o f  th e  b u s i n e s s . . . . n5
2. "A ta n g ib le  a s s e t  he ld  f o r  th e  se rv ic e s  i t  y ie ld s  in  
th e  p roduction  o f o th e r  goods and s e rv ic e s ;  any item  
o f p l a n t . . . .  A balance sh e e t c l a s s i f i c a t io n  denoting 
c a p i ta l  a s s e t s  o th e r  th an  in ta n g ib le s  and investm ents 
in  a f f i l i a t e d  companies o r  o th e r  long-term  in v e s t­
m ents.
3 . "Land and d e p re c ia te d  va lues o f p la n t  and equipment; 
non-raarketable s e c u r i t i e s ,  o r  s e c u r i t ie s  o f n e c e s s ity  
h e ld  perm anently , and in ta n g ib le  a s s e t s . . . . s7
U. " I te m s .. .c a te g o r iz e d  a s  To th e r  a s s e t s , 1 sometimes a ls o  
d escrib ed  as ‘ lo n g - liv e d 1 o r  ‘f i x e d ,1 in c lu d e  those  
n o t r e a d i ly  c o n v e rtib le  in to  cash an d /o r he ld  f o r  use 
over a  number o f y e a r s ."6
5 . "The a s s e ts  th a t  a re  excluded from th e  c u rre n t a s s e t  
s e c tio n  may a l l  be in c lu d ed  in  an o th e r group c a l le d  the  
n o n -cu rren t o r  f ix e d  a s s e t s ." ?
A ll  th e  d if fe re n c e s  in  th e  d e f in i t io n s  quoted a re  d if fe re n c e s  con­
cern ing  th e  scope of coverage o f th e  f ix e d  a s se t, ca teg o ry , w ith  a l l  
d e f in i t io n s  exclud ing  th e  a s s e ts  t h a t  would be c la s s i f i e d  a s  c u r re n t .
^ F red erick  G. L a ird , "Accounting f o r  F ixed A s se ts ,"  Taxes—The 
Tax M agazine, XXXVI (1958), 629. --------  -----
^K ohler, Op. C i t . ,  p . 209.
^ J . C. C ran d e ll, “R a tio s  A va ilab le  f o r  F in a n c ia l A n a ly s is ,"
N A C A B u l le t in ,  A ugust, 1936, p .  1350.
O
Thomas K. H i l l  and Myron J . Gordon, A ccounting:- A Management 
Approach (R evised  E d itio n ; Homewood. I l l i n o i s : ' R ichard  D .“ irw in , I n c . ,  
1959), p . U8.
^D. H. M ackenzie, The Fundam entals o f  Accounting (New York:
The M acmillan C o., 1951), ~ 2 9 f *
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The d e fin itio n s  a re  b a s ic a lly  in  agreement, except f o r  recommended t r e a t -  
rognt o f permanent investm ents and in tang ib les*  The d e fin itio n s  e i th e r  
s e t  up c la s s if ic a tio n s  fo r  permanent investm ents o r  in ta n g ib le s  as 
separa te  from the cu rren t and f ix e d  a s se t  categories o r they include 
one o r both w ith in  th e  f ix e d  a s se t  group.
The f i r s t  d e fin itio n  quoted, by the  im p lica tion  of the phrase "used 
in  th e  conduct o f the b u s in e s s e x c lu d e s  from the fixed , category the  
permanent investm ents. D efin itio n  two, by Kohler,, excludes in  ad d itio n  
the  in tan g ib le  a s s e ts ,  which a re  presumably included in  th e  f i r s t  d e fin i­
t io n . The l a s t  th re e  a re  a l l  more in c lu s iv e  than the f i r s t ,  includ ing  
w ith in  the f ix e d  c la s s if ic a t io n  item s o f p lan t and equipment, long-term  
investm ents, and in ta n g ib le s .. I t . i s  thus c le a r  th a t  th e  c la s s if ic a t io n  
of f ix ed  i s  very l ik e ly  to  be in c o n s is te n t.. However, the  f i r s t  d e f in i­
t io n  i s  the most frequen t one encountered*^-®
The lack  of a  uniform , accepted d e f in itio n  i s  not a  p a r t ic u la r ly  
se rio u s handicap to  accountants o r f in a n c ia l, a n a ly s ts . Some confusion 
may develop i f  w rite rs  do not c le a r ly  in d ic a te  the  meaning. they a sso c i­
a te  w ith the  term, bu t in  regard to  statem ent p resen ta tio n  the. lack  of 
a  rigorous d e fin itio n  has l i t t l e  s ig n ifican ce . The question  1$ one of 
how the a s se ts  appearing on the balance sheet should.be c la s s if ie d  o r 
su b -c la ss if ie d , ra th e r  than. a  question of. th e  magnitude, of t o t a l  a s s e ts .  
The c la s s if ic a t io n  procedure followed on the statem ent w il l  In d ica te  the 
d e f in itio n  th a t  has been se lec ted  by the ind iv idua l .who prepared the  
statem ent.
10Frank A. S inger, "Fixing 'F ixed  A s s e t s ' T h e  Accounting 
Review* m i l  (19g7). 105. -----------------
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l a  rev iew in g  th e  f iv e  d e f in i t i o n s  q u o ted , one p o in t  s ta n d s  o u t  a s  
b e in g  p a r t i c u l a r l y  s i g n i f i c a n t .  T h is i s  t h a t  a l l  d e f i n i t i o n s  a r e  i n  
com plete agreem ent on  one p o in t—t h a t  f ix e d  a s s e t s  d e f i n i t e l y  ex c lu d e  
th e  c u r re n t  i te m s , w hich  a r e  th o se  a s s e t s  t h a t  e n t e r  i n to  th e  d e te rm in a ­
t io n  o f  w orking c a p i t a l .  F or p u rp o se s  o f  t h i s  s tu d y , t h i a  s i g n i f i c a n t  
p o in t  o f agreem ent w i l l  be g iv en  c o n s id e ra t io n ,  and  on t h a t  b a s i s  f ix e d  
a s s e t s  w i l l  be  d e f in e d  to  in c lu d e  a l l  a s s e t s  e x c e p t th o se  t h a t  a r e  p ro p ­
e r l y  c l a s s i f i e d  a s  c u r r e n t .  T h is d e f i n i t i o n  has th e  ad v an tag e  o f  sim ­
p l i c i t y ,  p lu s  th e  f a c t  t h a t  i t  a l s o  c r e a te s  a  c l e a r  dichotom y f o r  a l l  
a s s e t s .  In  o rd e r  to  g iv e  r e c o g n i t io n  to  p h y s ic a l  o r  f u n c t io n a l  d i f f e r ­
en ces  t h a t  e x i s t  among v a r io u s  f ix e d  a s s e t s ,  i f  th e s e  d i f f e r e n c e s  a re  
s ig n i f ic a n t*  s u b c la s s i f i c a t io n s  such  a s  p l a n t  and  equ ipm ent, i n ta n g ib le s ,  
and  In v es tm en ts  w i l l  be  u t i l i z e d .  The s i m i l a r i t y  o f  a l l  s u b c l a s s i f i c a ­
t io n s  o f  f ix e d  a s s e t s  i s  h ig h lig h te d  i n  th e  fo llo w in g  w ords: "A g r e a t
d e a l  o f  f a l l a c io u s  th in k in g  has stemmed f ro m ...o v e r-e m p h a s is  o f  a  b r i c k -  
an d -m o rta r  v iew p o in t. C a re fu l a n a ly s i s  o f  th e  modern concep t o f  f ix e d  
a s s e t s . . . w i l l  i n d i c a t e . . . t h e r e  i s  l i t t l e  b a s ic  economic d i s t i n c t io n  
betw een s o - c a l l e d  ta n g ib le  and in ta n g ib le  p r o p e r t i e s ,  th e  v a lu e s  o f  
b o th  b e in g  p r a c t i c a l l y  e n t i r e l y  dependent upon e a rn in g  pow er.
Problem s i n  A ccounting  f o r  F ixed  A sse ts
S ince  f ix e d  a s s e t s  r e p re s e n t  a  s u b s ta n t i a l  p a r t  o f  th e  e n t i r e  a s s e t  
in v es tm en t o f  in d u s t r y  i n  g e n e ra l ,  f ix e d  a s s e t  a cc o u n tin g  assum es a n  
i n t e g r a l  p a r t  o f th e  com plete a c c o u n tin g  a r t .  No company can o p e ra te  
a  b u s in e s s  w ith o u t a  c e r t a in  amount o f  equipm ent and. a  p la c e , i n  w hich
^■Paul G rady, "A ccounting f o r  F ixed  A s se ts  and  T h e ir  A m o rtiz a tio n ,"  
The A ccounting. Review, XXV (1950 ) ,  9 .
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to  o p e ra te . The s ig n ifican ce  o f the f ix e d  a s s e t  investm ent v a rie s  from 
one type of firm  to  ano ther. I f  a  firm  i s  p u re ly  a s e l l in g  o p era tio n  
w ith merchandise shipped d i r e c t ly  from the m anufacturer, i t  may need only 
an a d m in is tra tiv e  o ffice ,, I f  i t  i s  going to  carry  in v e n to rie s  of mer­
chandise and s e l l  from the s to ck , s to rage  and d isp lay  f a c i l i t i e s  w i l l  be 
req u ired  in  a d d itio n . I f  i t  i s  going to  m anufacture the  merchandise i t  
s e l l s ,  th e  requirem ents w i l l  be much g re a te r ,  s ince  p la n t  and equipment 
w i l l  be req u ire d  in  a d d itio n  to  s to ra g e , s e l l in g ,  and a d m in is tra tiv e  
f a c i l i t i e s .  Thus i t  can be re a d ily  demonstrated th a t  the more ex tensive  
th e  opera tions o f a  f irm , the more s ig n if ic a n t  the f ix e d  a s s e t  investm ent 
becomes*
Two major problems a re  in h e re n t in  the p rocess of accounting f o r  
f ix e d  a s s e ts .  The f i r s t  I s  concerned w ith  the  measurement o r v a lu a tio n  
of f ix e d  a s s e ts ,  and the  second w ith  the dete rm ina tion  o f the  ap p ro p ria te  
amount to  charge to  expense. In  a d d itio n , each of these  b asic  problems 
has a number of minor problems r e la t in g  to  i t .
Value and V aluation o f F ixed A ssets
In  the measurement of f ix e d  a s s e ts ,  the terms value and v a lu a tio n  
a re  f re q u e n tly  encountered. The concept of value has been d iscussed  
e a r l i e r ,  and a t  th a t  time i t  was determ ined th a t  no one g e n e ra lly  ac ­
cepted accounting d e f in i t io n  of the  term e x is t s .  In s te a d , th ree  d i s t in c t  
meanings a re  a sso c ia te d  w ith  the term . The th ree  meanings a re :  (1) Eco­
nomic value , which rep re sen ts  th e  discounted  value of a n tic ip a te d  se rv ­
ic e s ;  (2) Cost va lue , which rep re sen ts  the accounting value based on 
accounting p r in c ip le s ;  and (3) C urrent va lue , which re p re se n ts  th e  cash 
an  a s s e t  would command i f  i t  were disposed o f a s  a r e s u l t  of an a im 's -  
leng th  tra n sa c tio n .
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Each o f th ese  i&eanings o f  th e  term  value can be a sso c ia te d  w ith  
th e  p rocess o f v a lu a tio n  o f f ix e d  a s s e t s .  The v a lu a tio n  o f a s s e ts  r e f e r s  
to  th e  s e le c tio n  o f a s e t  o f procedures to  apply  i n  reducing a s s e ts  to  
an  a r ra y  of money a m o u n ts .^  Economic, c o s t ,  o r  c u rre n t va lues might be 
considered  a s  th e o r ie s  o f v a lu e , w hile th e  a p p lic a tio n  o f s p e c if ic  p ro ­
cedures req u ired  to  determ ine th e  magnitude o f th e  d o l la r  amount of each 
o f these, va lues i s  re fe r re d  to  a s  the  v a lu a tio n  o f . a s s e t s .  V aluation  i s  
th u s  a sso c ia te d  w ith  s p e c if ic  procedures th a t  a re  a p p lied  f o r  th e  purpose 
o f determ ining a s s e t  v a lu e s .
D irec t V aluation , o f F ixed A sse ts . Some accounting th e o r i s t s  m ain ta in  
th a t  an a s s e t1 s value might be measured by th e  d iscounted  value, o f  i t s  
fu tu re  s e rv ic e s . This approach i s  g e n e ra lly  re fe r re d  to  a s  d i r e c t  v a lu ­
a t io n  o r  economic v a lu a tio n . For example, th e  American-Accounting 
A ssociation* s Committee on Concepts, and S tandards Underlying Corporate 
F in a n c ia l S tatem ents has s ta te d  t h a t :  '’The va lue  o f  an a s s e t  i s  the
m oney-equivalent o f i t s  se rv ice  p o te n t ia l s .  C onceptually , t h i s  i s  th e  
sum o f th e  fu tu re  market p r ic e s  o f a l l  stream s o f  se rv ic e  to  be d eriv ed , 
d iscoun ted  by  p ro b a b il i ty  and in te r e s t  f a c to r s  to  t h e i r  p re se n t w orths. ̂  
A s im ila r  p o s i t io n  i s  taken  by Meonita and Sfcaehling, who emphasize 
d i r e c t  v a lu a tio n  accuracy  by s ta t in g  th a t ,  " . . . t o  th e  e x te n t we a re  unable 
to  determ ine e x a c tly  when and how much cash w i l l  be rece iv ed  and p a id  * 
o u t i n  the  course o f  a l l  fu tu re  o p e ra tio n s , th e  d e rived  va lues o f a s s e t s . . .  
must be correspondingly  i n c o r r e c t . T h e  op in ion  i s  f u r th e r  s ta te d
■^Canning. Og. C i t . ,  p .  198.
^A ccounting  and Reporting Standards f o r  Corporate F in a n c ia l 
S ta tem ents,  Op. C i t . ,  p . 1+7
C i t . ,  p . 120.
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th a t  " . . .c a s h  c o n stitu te s  the only a s s e t . .* th a t  provides no valuation  
d if f ic u l ty .  In  th is  respect i t  d if fe rs  from a l l  of the  o th er a sse ts  
whose value amounts, i f  properly  determined, should r e f le c t  the  value 
of prospective cash re c e ip ts  o r d i s b u r s e m e n t s . " T h e  f a c t  i s  th a t  
fu tu re  rec e ip ts  although unknown are the most important measure of the 
value of an a s s e t . .o .* 1^
A pplication of d ire c t va lua tion  procedure. The ap p lica tio n  of 
th is  valuation  procedure fo r  the  determ ination of economic value requ ires 
th a t  the owner o f the a s se t  possess th ree  c ru c ia l b i t s  of inform ation.
The owner must know f i r s t  the monetary value of serv ices which the a sse t 
w i l l  provide during i t s  u se fu l l i f e  and the dates on which these serv ices 
w il l  be rea liz ed . These serv ices maybe in  the form o f increased revenue, 
co st savings, o r b o th .1? Secondly, the owner must know the complementary 
outlays required  in  order to  r e a lis e  the increased  revenues, o r cost 
savings, which he a n tic ip a te s  in  the  f i r s t  in stan ce , and again , he must 
know the dates on which these  outlays w il l  be required . F in a lly , he 
must know the res id u a l or salvage value of the a s s e t  a t  the end of i t s  
economic l i f e .  The outlays required fo r  the generation of revenue or 
re a liz a tio n  of cost savings, o f fs e t  against the gross amount of serv ices 
rea lized  during the l i f e  o f the. a s se t p lus the salvage value a t  the end 
of the a s s e t 's  l i f e  re su lts , i n  a s e r ie s  of n e t proceeds th a t  w il l  be 
y ielded  during the period  of investm ent. The value of the a s se t to  the
^ I b l d . .  p . 119.
^S idney  S. Alexander, Income Measurement in  a Dynamic Economy 
in  Five Monographs_on Business Income (hew York: American In s t i tu te  
o f Accountants, 19^0;, p . $9*
17
A rthur L. Thoma s , "Precision, and Discounted Serv ices,*  The 
Accounting Beview, D E - .f  1956V. .186. " " "
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owner a t  an y  p o in t  i n  tim e i s  th u s  th e  p r e s e n t  v a lu e  o f  a l l  f u tu r e  n e t  
p ro c e e d s , d isc o u n te d  a t  some a p p ro p r ia te  r a t e  o f  r e tu r n .  D isco u n tin g  
i s  n e c e ssa ry  i n  o rd e r  to  a d ju s t  th e  n e t  p ro ceed s f o r  tim e , r i s k  o f  l o s s ,  
and  u n c e r ta in ty  o f  r i s k  so t h a t  a  r e a l i s t i c  d e te rm in a tio n  o f  v a lu e  i s  
p o s s ib le .1®
An o u t l in e  o f  th e  e s s e n t i a l  e lem en ts  o f  t h i s  p ro c e ss  i s  a s  fo l lo w s :
( l )  Cash a s s e t s  a re  in v e s te d  in  p ro d u c tiv e  a s s e t s ;  (2 ) The a p p l ic a t io n  
o f  la b o r  and  m a te r ia ls  t o  th e  p ro d u c tiv e  f a c i l i t i e s  adds u t i l i t y  to  
m a te r i a l s ,  c re a t in g  a  p ro d u c t w ith  in c re a s e d  economic v a lu e ;  (3 ) The 
p ro d u c t i s  th e n  c o n v erted  from  n o n -cash  a s s e t s  to  cash  a s s e t s . The 
o u tla y s  r e s u l t  when cash  i s  c o n v e rte d  i n to  p h y s ic a l  a s s e t s  o r  u se d  to  
pay  f o r  s e r v ic e s ,  and  revenue r e s u l t s  when p h y s ic a l  a s s e t s  r e s u l t i n g  from  
th e  p ro d u c tiv e  p r o c e s s .a r e  c o n v e rted  in to  c a s h . The d i f f e r e n c e  betw een 
th e  o u tla y s  and rev en u es o f  each  p e r io d  r e p r e s e n t  th e  n e t  p ro ceed s  o f  
th e  in v e s tm e n t, th e  d isc o u n tin g  o f  w hich g iv e s  th e  v a lu e  o f  th e  a s s e t .
U n c e r ta in t ie s  a t t e n d  th e  f o r e c a s t s  made o f  each  a s s e t ' s  cash  flo w ; 
These u n c e r t a in t i e s  r e s u l t  from  th e  la c k  o f  d e f i n i t e  knowledge .con­
c e rn in g  th e  fu tu r e  b e h a v io r  o f  th e  many f a c t o r s ,  b a s i c a l l y  economic i n  
n a tu r e ,  w hich a f f e c t  e ach  a s s e t ' s  f i n a n c i a l  outcom e. W hile some f a c t o r s ,  
such  a s  th e  r a t e  o f  o b so lescence  o f  a s s e t s  o r  th e  r a t e  o f  e x h au s tio n  o f  
a s s e t s  due to  w ear, v a ry  from  a s s e t  to  a s s e t ,  o th e r  f a c t o r s ,  such a s  
th e  g e n e ra l  l e v e l  o f  econom ic a c t i v i t y ,  a re  o f  a  common n a tu r e ,  f o r  
t h e i r  p r o je c te d  b e h a v io r  i s  common t o  th e  e s t im a t io n  o f  c a sh  flow  o f
■^Committee on C ost C oncepts and  S ta n d a rd s , Am erican A ccounting  
A s s o c ia t io n , " T e n ta tiv e  S ta tem en t o f  C ost Concepts U nderly ing  R ep o rts  
f o r  Management P u rp o s e s ,w. The A ccoun ting . Beview,  .XXXI (1 9 5 6 ), 186.
^ R e e d  K. S to re y , "Cash Movements and P e r io d ic  Income D e te r­
m in a tio n ,a The A cco u n tin g .Review, XXXV ( i 960) ,  U58.
numerous a s s e ts  a t  any given, tim e . However, s in ce  some f a c to r s  e x is t  
which in flu e n ce  the  a n tic ip a te d  cash  flow s of s p e c i f ic  p ro je c ts  o r  
a s s e t s ,  u n c e r ta in t ie s  must o f n e c e s s i ty  be ap p ra ised  on an in d iv id u a l 
a s s e t  b a s i s . A s  a r e s u l t  o f  th e  f a c t  th a t  unequal degrees o f  uncer­
t a in ty  e x i s t ,  th e re fo re ,  i t  i s  necessary  to  employ a v a r ie ty  o f r a te s  o f 
d isco u n t f o r  th e  va rious a s s e ts  h e ld  by a  f irm .
I t  i s  g e n e ra lly  ag reed  th a t  t h i s  approach does have advantages i n  
some s i tu a t io n s .  B usiness d e c is io n s , fo r  example, o f te n  re q u ire  d ea lin g  
w ith  coaplex f a c t s ,  and th e  d i r e c t  v a lu a tio n  approach p ro v id es  a  u se fu l
to o l  f o r  o rgan iz ing  and sim p lify in g  eo sp lic a te d  f a c t s  and th e reb y  p ro ­
v id ing  a  sy stem atic  method f o r  so lv in g  investm ent d ec is ion  problem s. 
However, some th e o r i s t s ,  such a s  those  quoted above,, im ply c r i t ic i s m  
a g a in s t  o th e r  v a lu a tio n  p rocedu res , argu ing  th a t  the  d i r e c t  v a lu a tio n  
procedure i s  th e  only a ccep tab le  method f o r  determ ining  accounting  va lues 
o f f ix e d  a s s e ts .  This c r i t ic is m  could be very  im p o rtan t, s in c e  a s s e t  
v a lu a tio n  i s  a s ig n i f ic a n t  determ inant o f income, which i s  one o f th e  
prim ary  re p o rtin g  o b je c tiv e s  o f acc o u n tin g .21 Thus, i f  th e  d iscounted  
se rv ic e s  approach i s  more n e a r ly  acc u ra te  th a n  conven tional approaches, 
a s  claim ed by some acco u n tan ts , g r e a te r  e f f o r t  should  be expended to  
implement th is  procedure in to  accounting  th eo ry  and p r a c t ic e .  The 
prem ise th a t  t h i s  method o f  v a lu a tio n  i s  more p re c is e  should, f i r s t  be 
in v e s tig a te d , however, to  determ ine i f  i t  i s  r e a l i s t i c .  In  o rd e r  to  
determ ine i f  th e  m ajor prem ise i s  a c c u ra te , th e  assum ptions underly ing  
th e  concept must be analyzed  and ev a lu a ted .
20V ic to r H. Brown, “Rate o f Return* Some Comments on i t s
A p p lic a b il i ty  to  C a p ita l B udgeting, “ The Accounting Review, XXXVI 
(1961), 56.------------------------------------------------------------- * — -----
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Assum ptions o f th e  d i r e c t  v a lu a tio n  p ro ce d u re . The f i r s t  
m ajor assum ption i s  g e n e ra l ly  e x p l i c i t l y  s ta te d :  F u tu re  u n c e r ta in ty  i s
assumed away. The economic v a lu a tio n  approach re q u ire s  t h a t  th e  owner 
be c e r ta in  o f  f u tu r e  n e t  cash flow s r e s u l t in g  from  th e  u t i l i z a t i o n  o f 
th e  a sse t*  I f  th e  fu tu re  ho ld s any degree o f u n c e r ta in ty ,  th e  owner o f 
th e  a s s e t  w i l l  n o t know e x a c tly  th e  d a te s  and m agnitudes o f revenues 
and o u t la y s , and in  t h i s  s i tu a t io n  t h i s  method o f v a lu a tio n  may n o t g ive  
r e s u l t s  w ith  th e  degree, o f  p re c is io n  a s  t h a t  claim ed by i t s  p roponen ts 
and hence may n o t be an  i n f a l l i b l e  s ta n d a rd  w ith  which to  com pare o th e r  
accoun ting  v a lu a tio n  p ro ced u res . The assum ption of. c e r t a in ty  i s  a  
s im p lify in g  assum ption , and  may be s t a t e d  a s  fo llo w s : ”The b a s ic  problem
o f  th e  income d e te rm in a tio n  problem  can b e s t, be s tu d ie d  by e lim in a tin g  
th e  m ost d is tu rb in g  f a c to r , • • • u n c e r ta in ty *  Once th e  n a tu re  o f  th e  
p ro cess  i s  u n d e rs to o d , we may judge any proposed  .so lu tio n  to  th e  problem s 
o f  p r o f i t  m easurem ent.”^2
A second assum ption  w hich i s  re q u ire d  i s  l e s s  e x p l i c i t l y  s ta te d ,  
b u t  i s  re q u ire d  none th e  l e s s .  Canning touches on t h i s  requ irem ent 
when he s t a t e s  t h a t  ® . no one can make a  d i r e c t  money v a lu a tio n  o f . . .  
s e rv ic e s  u n le s s  th ey  a re  to  be so ld  s e p a ra te ly .* * ^  More e x p l i c i t l y  
s t a t e d ,  th e  d i r e c t  v a lu a tio n  p ro cess  assumes th a t  th e  s e rv ic e s  o f  each 
a s s e t  can be in d ep en d en tly  determ ined , t h a t  each  a s se t*  a s e rv ic e s  a re  
se p a ra te  and d i s t i n c t  from  th e  s e rv ic e s  ren d e red  by a l l  o th e r  a s s e t s  
t h a t  comprise th e  f irm .
E v a lu a tio n o f  d i r e c t  v a lu a tio n  p ro ce d u re * In  re g a rd  to  th e  
f i r s t  assum ption , t h a t  o f c e r t a in ty ,  i t  can be argued  t h a t  t h i s  does n o t
^ s t o r e y ,  0£ . C it* , p .  14:9.
230£ . C i t . ,  p . 181*.
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square w ith  the f a c ta  o f the r e a l  w orld, and hence t h i s  assumption roust 
be re laxed  i f  accountan ts a re  to  use the d i r e c t  va lu a tio n  approach f o r  
the  purpose of determ ining f ix e d  a s s e t  v a lu es , ‘In  a dynamic economy, 
which i s  c h a r a c te r is t ic  o f the case in  which accounting must fu n c tio n , 
change, o r u n c e rta in ty , i s  the very  essence o f the  s i tu a t io n .  In  a c tu ­
a l i t y ,  th en , u n c e rta in ty  i s  so in h e ren t and i s  such an in te g r a l  p a r t  of 
the  econony th a t  i t  cannot be e lim in a ted  w ithout the sim ultaneous d estru c ­
t io n  of the  v a l id i ty  of computations excluding o r  assuming away th is  
v i t a l  a sp e c t. Not only i s  u n c e rta in ty  a s ig n if ic a n t  elem ent in  the 
u sua l course of economic even ts , b u t unforeseeable  decreases in  a s s e t  
values re s u ltin g  from such s i tu a t io n s  as c a su a lty  lo sse s  a ls o  a r i s e ,  
and these  make v a lu a tio n  o f a s se ts  by d i r e c t  methods even more d i f f i ­
c u l t  to  ach ieve . The e lim in a tio n  of u n c e rta in ty  about the  fu tu re  ignores 
one of the  most im portant elem ents th a t  e n te rs  in to  the determ ination  
o f a s s e t  va lues.
In  regard  to  the second assum ption th a t  u n d e rlie s  the  d i r e c t  va lu ­
a tio n  p ro cess , th a t  o f independence o f se rv ice s  and hence values of 
f ix e d  a s s e ts ,  i t  can be argued th a t  the  value o f the se rv ic e s  of one 
a s s e t  cannot be sep ara ted  from th a t  of o th e r a s s e ts  o f a  f irm . The 
se rv ice  performed by each a s s e t  can be determ ined, bu t i t  does n o t seem 
probable th a t  t o t a l  revenue re a l iz e d  by the  f irm  can a c c u ra te ly  be 
apportioned  to  a l l  o f the  a s s e ts  which peform se rv ice s  on th e  product 
during the  productive p ro cess . I f  m a te ria l passes through a s e r ie s  of 
o pera tions a s  i t  i s  transform ed from the raw; m a te ria l s ta te  to  f in is h e d  
p roduct, i t  i s  d i f f i c u l t  i f  no t im possible to  value the  se rv ic e s  o f 
each a s s e t  independently . I t  may be p o ss ib le  to  value the whole p roc­
e ss  o r the  whole f irm , bu t i t  becomes im possible to  determ ine p re c is e ly
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th e  va lue  added to  th e  p ro d u ct by each a s s e t  in d iv id u a l ly .  The va lue  
o f  th e  s e rv ic e s  o f  one p a r t  cannot be se p a ra te d  from  th e  v a lu e  o f th e  
s e rv ic e s  p ro v id ed  by th e  whole w ith o u t th e  s e p a ra tio n  be ing  very  
a r b i t r a r y .
Canning sums th e  p ro cess  o f  d i r e c t  v a lu a tio n  a s  fo llo w s : " I d e a l ly . . .
i t  would be d e s ir a b le  to  have d i r e c t  v a lu a tio n s  th ro u g h o u t. I f  we could  
by any means o b ta in  fu tu re  m anufacturing  and s a le s  d a ta  i n  th e  form s 
and amounts t h a t  a re  l a t e r  to  e v e n tu a te , we should  be a b le  t o  p rep a re  a 
b a lan ce  sh e e t  th a t  would be an in s tru m en t of, p r e c i s io n .n2-* However, he 
adds th e  o p in io n  th a t  to  c a rry  d i r e c t  v a lu a tio n  p rocedures to  f ix e d  
a s s e t s  under c o n d itio n s  t h a t  p re s e n t ly  e x i s t  ” <>«. runs to o  c lo s e  t o  th e  
work o f  th e  c la irv o y a n t and th e  a s t r o lo g e r  to  a p p e a l to  th e  p ro fe s s io n a l  
accountant.**2^
On th e  b a s is  o f th e  p reced ing  a n a ly s is  i t  can be concluded th a t  th e  
d i r e c t  v a lu a tio n  approach to  th e  measurement o f f ix e d  a s s e t s  i s  im precise  
i n  accoun ting  p r a c t ic e .  However, t h i s  does n o t im ply t h a t  i t  shou ld  be 
d isc a rd e d  f o r  th e o r e t i c a l  o r  a n a ly t i c a l  purposes even though, from  a 
p rag m atic  s ta n d p o in t , i t  m ight be a rg u ed  th a t  th e  d i r e c t  v a lu a tio n  
p rocedure  i s  o f  l i t t l e  s ig n if ic a n c e .  T his approach does g ive  an in s ig h t  
in to  th e  p ro c e ss  o f  a s s e t  v a lu a tio n s  and a ls o  an in d ic a t io n  o f  th e  e x te n t  
to  which s e rv ic e  p o te n t i a l  i s  a  requ irem en t f o r  a s s e t  re c o g n itio n .
The p reced ing  a n a ly s is  i s  p r im a r ily  concerned w ith  th e  a p p l i c a b i l i ty  
o f  th e  d i r e c t  v a lu a tio n  approach a s  a  means o f  m easuring p la n t  and
2% hcraas, Gg. G it . ,  p .  71.
2%E* P . 181*.
26I b i d . ,  p .  181*.
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equipment and in ta n g ib le  elem ents o f f ix e d  a sse ts*  The d i r e c t  approach 
could  be more u se fu l  i n  th e  v a lu a tio n  o f investm ents, s in ce  i n  th e  case 
o f  many investm en ts , and bonds i n  p a r t i c u la r ,  the  e x te n t o f  th e  stream  
o f  n e t  a s s e t  in flow s r e s u l t in g  from  th e  investm ent can be more p re c is e ly  
measured. I n  the  case o f . a  bond investm en t, f o r  example, th e  ca rry in g  
value on th e  books o f th e  in v e s to r  re p re se n ts  th e  amounts o f fu tu re  
proceeds d iscoun ted  to  p re se n t value through th e  a p p lic a tio n  o f th e  market 
r a te  o f i n t e r e s t  i n  e f f e c t  a t  d a te  o f a c q u is i t io n .  Bonds th u s  re p re se n t 
an a s s e t  th e  v a lu a tio n  o f which does req u ire  th e .a n t ic ip a t io n  o f fu tu re  
r e c e ip ts .
A th eo ry  can be d e fin ed  a s  a  H. . * se t o f d e f in i t i o n a l ,c l a s s i f i c a ­
t io n s ! ,  and c a u sa l s ta tem en ts t h a t  combine i n  a  lo g ic a l ,  way to  prov ide 
an  ex p lan a tio n  o f how something happens,, and .a lso , o f  a s so c ia te d  ru le s  
f o r  t e s t in g  and implementing th e  theory* n2? The d i r e c t  v a lu a tio n  
procedure th u s  f i t s  in to  th e  th e o r e t i c a l  framework o f accoun ting  s in ce  
i t  p rov ides an in s ig h t  in to  a s s e t  measurement, tech n iq u es, even though 
i t  may no t be p re c ise  enough to  be. u s e fu l  a s . a  standard  of. comparison 
f o r  a c tu a l  accounting  p ra c t ic e  in  a l l  c ircum stances.
In d i r e c t  V aluation  o f  F ixed A s se ts . S ince th e  conversion o f  f ix e d  
a s s e ts  in to  cash  i s  u su a lly  in d i r e c t  and th e re fo re  c h a ra c te r is e d  by  a 
s ig n i f ic a n t  degree o f u n c e r ta in ty , the  d i r e c t  v a lu a tio n  approach i s  
no t accep tab le  on a  p r a c t ic a l  le v e l  f o r  a l l  elem ents t h a t  comprise the 
f ix e d  a s s e t  ca tego ry . As a  r e s u l t ,  in d ir e c t  v a lu a tio n  procedures must 
be adopted . On t h i s  .b a s is ,  v a lu a tio n  o f  f ix e d  a s s e ts  must be based on
2?!fyron J* Gordon, "Scope and Method o f Theory and R esearch 
in  th e  Measurement of Income and W ealth ,” The Accounting Review, 
XXXV (I9 6 0 ), 605. ----------------------------------
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p re s e n t o r  p a s t  r a th e r  than, fu tu re  exchange p r ic e s . ^  P re se n t exchange 
p r ic e s  c o n s is t  of c u rre n t c o s ts  o f a s s e t s ,  w hile  p a s t  exchange p r ic e s  
c o n s is t  o f  o r ig in a l  c o s ts  o f  a s s e t s .
C urren t coat a s  a  b a s is  f o r  f ix e d  a s s e t  -valuation . C urren t 
c o s t o f a s s e ts  r e f e r s  to  c o s t a t  p re s e n t  day p r ic e  l e v e l s , ^  and i s  
equal to  th e  o u tla y  t h a t  would p re s e n tly  he req u ire d  in  o rd e r  to  a c q u ire  
th e  re so u rce s  n ecessa ry  to  reproduce th e  a s s e t .  C urrent c o s t ,  th e re fo re ,  
i s  e q u iv a le n t to  th e  c o s t o f replacem ent o f an  a s s e t  by m anufacture.
Three methods o f  Measurement a re  a v a ila b le  f o r  th e  d e te rm in a tio n  
o f  c u rre n t c o s t . The th re e  a re :  (a )  r e l i a b le  c u rre n t m arket d a ta ;
(b) conversion  from  o r ig in a l  h i s t o r i c a l  co st to  c u rre n t co a t through  th e  
use o f  an index  number e s p e c ia l ly  designed  to  measure .the  movements i n  
p r ic e s  o f  a  s p e c if ic  item  o r  group o f  s im ila r  item s; and  (c )  th e  use o f 
independent a p p ra is a ls  o f  s p e c i f ic  a s s e t s . ^
In  reg a rd  to  th e  f i r s t  method f o r  determ ining  c u rre n t c o s t—m arket 
d a ta —i t  i s  g e n e ra lly  ag reed  th a t  in  th e  absence o f market im p erfec tio n s 
such a s  monopoly, ig n o ran ce , and im m obility , c u rre n t co st should  be 
eq u a l to  m arket v a lu e d  and m arket p r ic e .  However, in  a c tu a l i ty  due 
to  th e  im p erfec tio n s  t h a t  e x is t  and th e  sp o ra d ic  c h a ra c te r  o f  th e  m arket 
f o r  u s e d .p la n t  a s s e t s ,  th ese  th re e  amounts may n o t.b e  e q u a l. Market
^ S p ro u se  and M oonits, Op. C i t . ,  p . 25.
^ K o h le r ,  Op,  C i t . ,  p . lj>0.
^pMyron J ,  Gordon, “The V aluation  o f  Accounts a t  C urren t Costs,** 
The Accounting Beview, XXVIII (1953), 376.
31Sprouse and M oonitz, Op, C i t . , p .  27.
^ G o r d o n ,  “The V a lu a tio n .o f Accounts a t  C urren t Costs,** Op. C i t . ,  
P . 375. —
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p r i c e  r e f e r s  to  th e  amount f o r  -which th e  a s s e t  c o u ld  be s o ld ;  m arket 
v a lu e  r e f e r s  to  th e  p r e s e n t  v a lu e  o f  s e r v ic e s  a n t i c i p a t e d  from  th e  em­
p loym ent o f  th e  a s s e t ;  and  c u r r e n t  c o s t  r e f e r s  to  th e  c o s t  o f  r e p ro ­
duc ing  th e  a s s e t  i n  i t s  p r e s e n t  s t a t e .  I n  th e  case  o f  new p l a n t  a s s e t s ,  
th e s e  th r e e  c o n cep ts  w ould v e ry  l ik e ly ,  r e s u l t  i n  m easurem ents o f  e q u a l 
m agn itude ,  s in c e  a  c o m p e ti t iv e  a n d  o rg a n is e d  m r k e t  e x i s t s .  S in c e  a  
p r e v a i l in g  m ark e t does n o t  e x i s t  I n  th e  ca se  o f  many u se d  a s s e t s ,  
how ever, m arke t p r i c e ,  m ark e t v a lu e ,  and  c u r r e n t  c o s t  need  n o t  n e c -  ..... 
e s s a r i l y  be  o f  e q u a l  am oun t.33 a  r e s u l t ,  th e  r e l i a b i l i t y  o f  c u r r e n t  
m arke t d a ta  a s  a  m easure o f c u r r e n t  c o s t  can n o t be  o b je c t iv e ly  d e te r ­
m ined b y  th e  a c c o u n ta n t .
S in ce  m arket d a ta  t h a t  a r e  r e l i a b l e  a r e  d i f f i c u l t  to  o b ta in ,  a  
more a c c e p ta b le  m ethod o f  d e te rm in in g  c u r r e n t  c o s t  h a s  d ev e lo p ed . T h is 
m ethod i s  co n cern ed  w ith  th e  c o n v e rs io n  o f  d e fe r r e d  o r  u n a m o rtise d  
o r i g in a l  c o s t  to  c u r r e n t  rep lacem en t c o s t  b y  th e  u se  o f  a  s p e c i f i c  in d e x  
number, one w hich i s  b a sed  on a  homogeneous group, o f  a s s e t s  in c lu d in g  
a s s e t s  s im i la r  to  th o se  f o r  which c u r r e n t  c o s t  i s  b e in g  d e te rm in e d . The 
u se  o f  a  s p e c i f i c  in d e x  i s  r e q u ir e d  i n  o rd e r  to  a r r i v e  a t  a  f i g u r e  w hich 
a d e q u a te ly  m easures th e  change i n  th e  l e v e l  o f  p r i c e s  a s s o c i a t e d  w ith  
th e  type  o f  f i x e d  a s s e t s  b e in g  re v a lu e d . I f  a  g e n e ra l  p r i c e  in d e x  
number i s  u se d  f o r  c o n v e rs io n  from  o r ig in a l ,  c o s t ,  Hie r e s u l t i n g  amount 
i s  in f lu e n c e d  by  th e  changes i n  r e l a t i v e  p r i c e s  o f  a l l  p ro d u c ts  and 
s e r v ic e s .  As a  consequence., th e  p ro ce d u re  w hich  u t i l i s e s  a  g e n e ra l  
p r ic e  in d e x  p ro v id e s  an  amount w hich  r e p r e s e n ts  h i s t o r i c a l  p u rc h a s in g  
power o f  th e  d o l la r s  c o m a itte d - to  th e  a s s e t  a s  a  b a s i s  o f  v a lu a t io n ,  
w ith e r  th a n  c u r r e n t  c o s t  o f  th e  s p e c i f i c  a s s e t .
33 lb ld . ,  p . 37S.
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However, th e re  a re  in h e re n t d e f ic ie n c ie s  involved  in  th e  develop­
ment o f c u rre n t co st f ig u re s  through the a p p lic a tio n  o f index numbers 
to  h i s to r ic a l  undeprecia ted  c o s t. Most s ig n if ic a n t  perhaps i s  the  f a c t  
th a t  the  r e l i a b i l i t y  o r  adequacy o f th e  c u rren t c o s t f ig u re  ob tained  
f o r  each a s s e t  o r  group o f  a s s e ts  by th i s  method i s  dependent upon and 
hence lim ite d  by the  ap p ro p ria ten ess  o f the  index numbers th a t  a re  
a c tu a l ly  a v a i la b le . Index numbers a s  developed g en era lly  cover a 
r e la t iv e ly  b roader c la s s i f ic a t io n  o f a s s e ts  than  the  a s s e ts  he ld  by a 
p a r t i c u la r  f irm , w ith  th e  r e s u l t  t h a t  the  degree o f  tech n o lo g ic a l change 
recognized  in  the c o n s tru c tio n  o f  th e  index number may d i f f e r  r a d ic a l ly  
from  the  degree of te c h n o lo g ic a l change a c tu a l ly  r e a l is e d  by the  f i r a . ^  
The index number i s  th u s based on th e  c o s ts  o f new a s s e t s ,  w hile i t  i s  
being a p p lie d  to  used a s s e t s .
The second a l te rn a t iv e  which might be used f o r  th e  estab lishm en t o f 
c u rre n t c o s t f ig u re s  in  s i tu a t io n s  in  which no r e l i a b le  c u rre n t market 
p r ic e  i s  a v a ila b le  i s  th e  u t i l i z a t i o n  of an independent a p p ra is a l  of 
th e  s p e c if ic  a s s e t  in  q u e s tio n . This method req u ire s  th a t  a  group o f 
p ro fe s s io n a ls  make an o b jec tiv e  study  o f a f irm ’ s f a c i l i t i e s  and on th a t  
b a s is  make a recommendation concerning the  c u rre n t cost o f th e  a s s e ts  o f 
the  f irm . As w ith  th e  p receding  method o f  determ ining cu rre n t c o s ts , 
t h i s  method a ls o  has in h e re n t w eaknesses. From th e  p u re ly  p r a c t ic a l  
s ta n d p o in t, a s s e t .a p p ra is a ls  a re  c o s t ly  in  term s o f  fee s  th a t  must be 
p a id  to  p ro fe s s io n a l a p p ra ise rs  who perform  th e  se rv ice s  invo lved .
From th e  s tan d p o in t o f r e l i a b i l i t y  o f f ig u re s  th u s developed i t  can be 
argued th a t  they  do no t rep re se n t thoroughly  adequate r e f le c t io n s  of
3^Ibid., p. 375.
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th e  cu rren t co sts  o f  p la n t a s s e ts .  In  th e  case o f sp e c ia liz e d  p la n t  
and equipment item s, "the  p r ic e  p a id  i s  th e  r e s u l t  of n e g o tia tio n s  be­
tween th e  p a r t ie s  and g en era lly  i s  a  more r e l ia b le  index  o f f a i r  value 
than  th e  opin ion  o f  an o u ts id e r  who i s  n o t req u ired  to  back h is  opinion 
by making an a c tu a l  expenditure  i n  th e  amount th e re o f .51
I t  i s  sometimes contended th a t  c u rre n t co st i s  equal to  the  value 
r e f le c te d  in  term s o f market p r ic e s  o f a s se ts* 3^ However, i t  was argued 
e a r l i e r  th a t  market p r ic e  need n o t n e c e s s a r ily  r e f l e c t  th e  c u rre n t co s ts  
o f sp e c ia liz e d  p la n t  a s s e ts ,  p r im a rily  due to  th e  f a c t  t h a t  a  l im ite d  
market f req u e n tly  e x i s t s .  In  a d d it io n , h i s to r i c a l  book value; o f f ix e d  
a s s e ts  a d ju s te d  to  c u rre n t co st through  the  a p p lic a tio n  o f index numbers, 
i s  derived  through th e  use of a  d e p re c ia tio n  method which may be r a t io n a l  
from the s tandpo in t o f co s t a l lo c a t io n ,,  bu t n ev e rth e less  may be a rb i t r a r y  
from the  standpo in t o f market v a lu a tio n  o f a s s e ts .  Hence market p r ic e  
r e f l e c t s  an amount which might be considered  a  r e s id u a l  rep re sen tin g  a 
combination o f bo th  c u rren t co s t and adjustm ents f o r  d e p rec ia tio n  
charges which the  im personal market may consider a p p ro p ria te , b u t which 
may d i f f e r  from d ep rec ia tio n  charges a  p a r t ic u la r  f irm  may consider 
a p p ro p r ia te .
The genera l in ap p ro p ria ten ess  o f m arket value a s  a  measure o f  cu r­
re n t  c o s t ,  however, does n o t preclude th e  use o f market value i n  some 
s i tu a t io n s  as a  v a l id  measure o f  resources committed to  a  f irm . E sth er 
than  a measure o f  c u rren t c o s t ,  market value rep re se n ts  a  measure o f the  
opportun ity  co st a s so c ia te d  w ith  a s s e t  ownership and u t i l i z a t i o n .  This
^ W illiam  A* Paton, "Cost and Value i n  A ccounting,” Jou rna l o f 
Accountancy. LXXH (19^6), 193. “ ~
36I b i d . , p* 197.
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c o s t  r e f l e c t s  th e  v a lu e  o f  th e  a s s e t  when p u t to  i t s  b e s t  a l t e r n a t iv e  
use*  O p p o rtu n ity  c o s t  i s  th u s  a measure o f  th e  fo re g o in g  o r  s a c r i f i c e s  
in v o lv e d  i n  th e  u se  o r  o th e r  d i s p o s i t io n  o f. an  a s s e t ,  and  a s  such  i s  
s u p e r io r  to  p a s t  m arket p r ic e  a s  m easured a t  th e  tim e o f  a c q u i s i t i o n .3? 
O p p o rtu n ity  c o s t  i s  r e p r e s e n ta t iv e  o f  th e  c u rre n t  p r i c e  o f  a n  a s s e t ,  
b u t ,  a s  in d ic a te d ,  may d i f f e r  from  th e  c u r r e n t  c o s t o f  an  a s s e t  a s  
developed  from  th e  u se  o f  in d e x  numbers o r  a p p r a i s a l s .
The co n ce p t- o f o r i g in a l  c o s t .  V arious d e f in i t i o n s  o f  o r ig in a l  
c o s t  have d eveloped , b u t  g e n e ra l  agreem ent i n  re g a rd  to  th e  meaning o f 
th e  term  e x i s t s .  I n  b ro ad  te rm s , h i s t o r i c a l  c o s t  r e f e r s  to  th e  ” . . .  
q u a n t i ty  o f  re s o u rc e s  a c t u a l l y  e x p e n d e d .. .o r  su rre n d e re d  a s  a  c o n d it io n  
o f  r e a l i s i n g  r e v e n u e . "38 C ost can a ls o  be  d e fin e d  a s  " . . . a  g e n e ra l  
te rm  f o r  a  m easured amount o f  v a lu e  p u rp o s e fu lly  r e le a s e d  o r  t o  be 
re le a s e d  i n  th e  a c q u is i t io n  o r  c r e a t io n  of. econom ic r e s o u rc e s , e i t h e r  
ta n g ib le  o r  i n t a n g i b l e . ”^  I n  i t s  w id e s t a p p l i c a t io n ,  c o s t  thus, i n ­
c lu d e s  any a s s e t  o u tla y s  o r  l i a b i l i t y  in c u r re n c e s  n e c e ssa ry  f o r  th e  
g e n e ra tio n  o f  rev e n u e , o r  an y  o u t la y  in c u r re d  f o r  th e  pu rpose  o f  f u r t h e r ­
in g  b u s in e s s  o b je c tiv e s*
The term  c o s t  i s  more n a rro w ly  d e f in e d  when i t  i s  u se d  i n  re fe re n c e  
t o  th e  a c q u is i t io n  o f  f ix e d  a s s e t s .  I n  th e  case  o f  f ix e d  a s s e t s ,  c o s t 
r e f e r s  to  a l l  e lem en ts  .n e c e s s a ry  f o r  a c q u ir in g  th e  p ro p e r ty  and  
p la c in g  i t  i n  a  p o s i t io n  to  se rv e  th e  p a r t i c u l a r  fu n c t io n  f o r  w hich i t
Sprouse and  M oonitz, Op.  C i t . ,  p .  27 .
R u s s e l l  Bowers, “B u sin e ss  P r o f i t  and  th e  P r ic e  l e v e l ,*  The 
A ccounting  Review, XXVI (1 9 5 1 ), 169.
3^*T e n ta tiv e  S ta tem en t o f  C ost C oncepts U nderly ing  R ep o rts  f o r  
Management P u rp o se s ,"  Op* d t . ,  p .  183.
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i s  i n t e n d e d . T h e  elem ents inc luded  in  co s t a re  measured by th e  amount 
o f th e  immediate cash c o n s id e ra tio n  in  a  cash t r a n s a c t io n ,  w hile  in  a 
c r e d i t  t r a n s a c t io n  co st i s  th e  amount o f money n ecessa ry  to  e f f e c t  
immediate se ttle m e n t o f  th e  l i a b i l i t y  a s s u m e d .
Cost g e n e ra lly  re p re se n ts  a s a c r i f ic e  of va lues and th e reb y  con­
s t i t u t e s  a  dependable b a s is  f o r  a s s e t  re c o g n itio n . I t  can be r e l i a b l e ,  
however, on ly  i f  i t  has developed from  com petitive  b a rg a in in g , which 
means t h a t  c o s ts  r e s u l t in g  from c o n tro lle d  re la t io n s h ip s  may n o t be 
adequate m easures o f  th e  s a c r i f i c e s  made by b o th  p a r t i e s  to  th e  t r a n s ­
a c tio n  on which th e  t r a n s f e r  i s  based .
In  a d d it io n  to  th e  a c q u is i t io n  p r i c e ,  o th e r  r e la te d  o u tla y s  a re  
f re q u e n tly  req u ired  b e fo re  th e  p ro p e r ty  i s  a b le  to  perform  i t s  req u ire d  
fu n c tio n s . I t  i s  a  g e n e ra lly  accep ted  p r in c ip le  o f accoun ting  th a t  th e se  
r e la te d  c o s ts  a ls o  be in c lu d ed  a s  a p a r t  o f th e  c o s t o f th e  a s s e ts  ob­
ta in e d . This ca tegory  of c o s ts  in c lu d e s  such item s a s  t r a n s p o r ta t io n ,  
in su ra n c e , and s to rag e  c o s ts  a s so c ia te d  w ith  th e  a c q u is i t io n  o f  f ix ed  
a s s e t s ,  l e g a l  fe e s  in c u rre d  in  th e  a c q u is i t io n ,  c o s ts  r e s u l t in g  from 
the  p re p a ra tio n  o f land  f o r  b u ild in g  c o n s tru c tio n , and p lan n in g , con­
s t r u c t io n ,  and c a rry in g  charges a p p lic a b le  to  b u ild in g s  o r  o th e r  f ix e d  
a s s e ts  during th e  c o n s tru c tio n  p e r io d . S ince th e  c o s ts  o f th e se  v ario u s  
s e rv ic e s  req u ire d  to  p repare  a s s e ts  f o r  e f f e c t iv e  u t i l i z a t i o n  a re  a s  
n ecessa ry  and im portan t as th e  p h y s ic a l a s s e t s  them selves, i t  i s  p ro p er 
to  in c lu d e  th e  c o s ts  o f th ese  w ith in  th e  t o t a l  purchase p r ic e  o f a s s e t s .
A s p e c ia l  problem o f c o s t d e te rm in a tio n  a r i s e s  i n . s i tu a t io n s  in  
which a  f irm  c o n s tru c ts  p la n t  and equipment a s s e t s  f o r  i t s  own u se . On
kOpaton and L i t t l e to n ,  Op. C it . ,  p . 31.
^ I b i d . ,  p . 3U.
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th e  b a s is  o f  the  c o s t  concep t, i t  would seem a p p ro p ria te  to  in c lu d e  a l l  
a p p lic a b le  charges in  th e  c o s t o f  th e  a s s e t .  The essence o f  th e  problem  
invo lved  i s  the  d e te rm ina tion  o f th e  amount of g e n e ra l f a c to ry  overhead 
to  be borne by th e  p ro je c t  under c o n s tru c tio n . Two d iv e rg e n t v iew poin ts 
a re  f re q u e n tly  advanced concerning the  a p p ro p ria te  charge to  th e  con­
s t ru c t io n  accoun t. These a r e :  ( l )  th a t  th e  a s s e ts  under c o n s tru c tio n
should b e a r  t h e i r  p ro p o r tio n a l share  o f norm al fa c to ry  overhead; and
(2) t h a t  c o n s tru c tio n  c o s ts  should  only  in c lu d e  overhead th a t  can be 
d i r e c t ly  a ss ig n ed  to  th e  p r o je c t  and i s  in  excess o f overhead th a t  i s  
norm ally  in c u rre d  in  p la n t o p e ra tio n .k 2
Proponents o f th e  f i r s t  method argue on th e  b a s is  o f  th e  u su a l 
a p p lic a t io n  o f  th e  c o s t  concep t, which s t a t e s  t h a t  a l l  c o s ts  in c u rre d  
shou ld  be c a p i ta l i s e d  a s  a  p a r t  o f t o t a l  a s s e t  c o s t .  On t h i s  b a s is  a l l  
overhead, w hether norm al o r  abnorm al, i s  a  le g it im a te  elem ent o f  co st 
in c u rre d  in  c o n s tru c tio n  and th e re fo re  should  be c a r r ie d  forw ard  as a 
p a r t  o f th e  c o s t o f  th e  com pleted p r o je c t .  Proponents o f  th e  second 
v iew po in t, however, argue t h a t  because norm al overhead e x is ts  anyway 
i t  i s  n o t a  le g it im a te  c o s t  a s so c ia te d  w ith  th e  p ro je c t , ,  s in ce  t h i s  
p a r t  o f  overhead does n o t r e s u l t  from  a s s e t  c o n s tru c tio n .
E v a lu a tio n  o f c u rre n t  and h i s t o r i c a l  c o s t  concep ts. I n  a  
s t a t i c  economy a  c u r r e n t - h i s to r ic a l  c o s t  con troversy  would very  l ik e ly  
n o t develop , because th e re  would be no s ig n i f ic a n t  d if fe re n c e  in  th e  
magnitude o f  th e  two. However, i n  th e  p re s e n t econoray wide d iv erg en c ies  
between th e  a s s e t  measurements a r r iv e d  a t  th rough  th e  a p p lic a t io n  o f 
th e se  two concep ts o f  c o s t e x i s t  i n  th e  case o f some a s s e t s ,  and in
^Backer, Op. Cit», p. 226.
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t h i s  s i tu a t io n  th e  c u r r e n t -h is to r ic a l  c o s t con troversy  has developed 
and gained  re c o g n itio n  a s  one o f the  most perp lex ing .p rob lem s fa c e d  by 
acco u n tan ts .
O vert a c t io n  was taken  during th e  1920*s  by management i n  many cases 
in  o rd e r  to  r e f l e c t  a s s e t  va lues a t  f ig u re s  which gave re c o g n itio n  to  
th e  i n f l a t i o n  which o ccu rred  fo llow ing  World War I ,  and  th e  r e s u l t  was 
th a t  a s s e t  v a lu e s  in  excess o f c o s t were rep o rte d  i n  f in a n c ia l  s t a t e ­
m ents. This was follow ed i n  th e  1930* s by w holesale w rite  downs o f 
p la n t  a s s e t  va lues a s  a  means o f  g iv in g  re c o g n itio n  to  th e  low er p r ic e  
le v e ls  e x is t in g  a t  t h a t  tim e . The bad experiences r e s u l t in g  from  th e  
a r b i t r a r y  w r ite  ups and w r i te  downs o f  th e  1920' s, and 1930* s have perhaps 
e x e rte d  some in flu e n c e  on th e  a t t i tu d e  o f  acco u n tan ts  during th e  i n f l a ­
t io n a ry  p e r io c L th a th a s b e e n  in  e x is te n c e  s ince  191*0; end th e  r e s u l t  
has been adherence t o t h e  p r in c ip le  t h a t  accounting  i s  based p r im a r ily  
on h i s to r i c a l  c o s t o u tla y s .
A review o f c u rre n t accounting  l i t e r a t u r e  re v e a ls  th a t  th e  e f f e c t  
o f in f la t io n  on f in a n c ia l  re p o r ts  p re s e n ts  a very  r e a l  and challeng ing  
problem . I t  i s  a lle g e d  th a t  p re s e n t  a s s e t  measurement tec h n iq u e s , as 
based  on h i s t o r i c a l  c o s t  o u t la y s ,  p re se n t d a ta  which a re  i n te r n a l ly  i n ­
c o n s is te n t  and  th e re fo re  not. comparable. On th e  b a s is  o f  t h i s  a l l e g a ­
t io n  i t  i s  then  argued  th a t  g r e a te r  re c o g n itio n  o f  c u rre n t  , c o s t would 
p re s e n t more s c i e n t i f i c  and o b je c tiv e  m easurem ents,o f  a s s e t  v a lu e s , 
w ith  th e  r e s u l t  t h a t  th e  u se fu ln ess  o f  accounting  d a ta  would.be. enhanced. 
The argument f o r  c u rre n t co st, i s  s ta te d  by  Sprouse and Moonitz a s  
fo llo w st " I t  re p re se n ts  a  n e u t r a l ,  o b je c tiv e  e v a lu a tio n  o f  economic 
b e n e f i t s .  S ince people, a c t  in  th e  p re s e n t  and f u tu r e . . .c u r r e n t .m a rk e t  
p r ic e  i s  p re fe ra b le  to  p a s t . . . .  C urren t market p r ic e  i s  s u p e r io r  to
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p a s t  m arket p r i c e . . .a s  a  m easure o f  th e  'f o r e g o in g 1 o r  ' s a c r i f i c e '  i n ­
v o lv ed  i n  th e  u se  o r  d is p o s i t io n  o f  th e  a s s e t . "^3
The f i r s t  d e ta i l e d  p ro p o sa l i n  th e  U n ited  S ta te s  o f  an  a cc o u n tin g  
tec h n iq u e  d esig n ed  to  e lim in a te  th e  e f f e c t . o f  changing p r ic e  l e v e l s  
from  a cc o u n tin g  p re s e n ta tio n s , was t h a t  ad v o ca ted  by Henry W. Sweeney.
He e x p re sse d  th e  o p in io n  t h a t  a c c o u n tin g  f i g u r e s  d id  n o t  p o r t r a y  r e a l i t y  
because  o f  th e  changes i n  th e  p u rc h a s in g  power o f  th e  d o l l a r .  He con­
ten d ed  t h a t  " . . .a c c o u n t in g  f ig u r e s  a re  e x p re sse d  i n  ru b b e r u n i t s  o f  
m easurem ents.. . .  The t r u th f u ln e s s  o f  acc o u n tin g  depends la r g e ly  on 
th e  t r u th f u ln e s s  o f  th e  d o l l a r —and th e  d o l l a r  i s  a  l i a r
The s ig n if ic a n c e  o f  c u r re n t  v a lu e  o f  a s s e t s  can be s t a t e d  a s  f o l ­
lows i
"The f i n a n c i a l  s ig n i f ic a n c e  o f  p ro p e r ty  i s ,  m a n ife s tly  
to  be dete rm ined  l a r g e ly  from  p re s e n t  f a c t s  and  p ro s p e c ts  
r a t h e r  th e n  from  p a s t  f a c t s ;  th e  l a t t e r  a r e  o r d in a r i ly  o f  
im portance  o n ly  so f a r  a s  th e y  m y  be s a id  t o  in d ic a te  
w hat i s  l i k e l y  to  happen i n  th e  f u t u r e .  As a r e s u l t  th e  
p r e s e n t  v a lu e  o f  p ro p e r ty  is* , g e n e ra l ly  speaking* th e  
f a c t o r  o f  o u ts ta n d in g  im p o rtan c e ; i t  in d ic a te s *  w ith  v a ry ­
in g  d e g re es  o f  accuracy*  what th e  owner m y  ex p ec t to  
r e a l i z e  upon th e  s a l e ;  i t  d e te rm in es h i s  borrow ing, c a ­
p a c i ty  i n  so f a r  a s  th e  p ro p e r ty  i s  concerned ; i t  f ix e s  
h i s  l i a b i l i t y . f o r  v a r io u s  form s o f  t a x a t io n ;  i t  r e f l e c t s  
h i s  e a rn in g  c a p a c ity  a s  ow ner; i t  may be s a id  to  m easure 
h i s  a b i l i t y  to  make g i f t s ; i t  i s  th e  b a s i s  upon w hich th e  
p ro p e r ty  m y  be in s u re d ." * #
D iv e rg en c ie s  betw een h i s t o r i c a l  c o s t  and  c u r r e n t  c o s t  a r e  a  r e ­
s u l t  o f  th e  p assag e  o f  t im e . A t t h e  d a te  o f  a c q u i s i t io n  o f  f ix e d  a s s e t s  
c u r r e n t  and  h i s t o r i c a l  c o s ts  a re  s u b s ta n t i a l ly  th e  same a s  a  r e s u l t  o f
U30£ .  O t . ,  p .  27 .
^ H e n iy  W. Sweeney* S ta b i l i z e d  A ccounting  (New f o r k :  H arper
and  B ro th e rs , 1 9 36 ), p .  i v .
^ Ja m e s  L. Dohr, "C ost and  V alue*" Jo u rn a l  o f  A ccountancy, 
LXXVH (191& ), 193.
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arm 's-leng th /bargain ing . Due to  fa c to rs  which corns in to  operation  
a f te r  a c q u is itio n , cu rren t cost a t  a  l a te r  data may s ig n if ic a n tly  ex­
ceed o r be exceeded by h is to r ic a l  co st. Changes in  cu rren t co st nay be 
the r e s u l t  o f changes in  the.purchasing power o f money, p h y sica l or 
economic development, changes in  demand, o r technological advances.
The s ig n if ic a n t  question th a t  a r is e s  i s  thus which o f these  two bases 
of cost should be most appropriate  fo r  accounting p resen ta tio n s . Some 
accountants argue th a t  recogn ition  should be given to  such changes, 
while o thers argue th a t  recogn ition  should no t be given. The cu rren t 
p o s itio n  o f the  accounting pro fession  i s  s ta te d  by Dohr as follow s: 
"Accountants recognize cost as the cost to  the p resen t owner; they 
generally  belong to  the.group opposed to  recogn ition  o f changes, a l ­
though some accountants f e e l  th a t  a  d is tin c tio n  may be made as between 
apprecia tion  and decline i n  value.
In  order to  a rr iv e  a t  a workable so lu tio n  to  the  c u rre n t-h is to r ic a l  
co st problem, consideration  must be given to  the im plications of account­
ing statem ents prepared on both bases in  view of the  b asic  ob jec tive  
o r purpose of accounting. The b asic  ob jective of accounting i s  to  
accumulate, p resen t, and in te rp re t  the f in a n c ia l  a c t iv i t ie s  o f business 
e n t i t ie s  in  a  manner th a t  w i l l  provide a " ...so u n d  guide to  ac tion  by 
management, in v es to rs , governmental agencies, and o ther app ropria te ly  
in te re s te d  p a r t ie s ,  and to  secure equ itab le  determ inations w ith  respect 
to  the various p a r t ie s ,  in  the l ig h t  of p rev a ilin g  standards o f ,law and
business p r a c t i c e . . . , "^7
^6I b id . , p . 19k.
^ P a to n , "Cost and Value in  Accounting," Op* C it* , p . 195.
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On th e  b a s i s  o f  t h i s  b ro ad  o b je c t iv e ,  i t  can be deduced t h a t  th e  
a cc o u n tin g  fu n c t io n  i n  b u s in e ss  i s  l a r g e ly ,  i f  n o t  e x c lu s iv e ly ,  u t i l i ­
t a r i a n  i n  n a tu r e . A ccounting  p r a c t ic e s  have evo lved  i n  re sp o n se  to  th e  
u s e r s  o f  f i n a n c i a l  d a te ,  c o n s is t in g  p r im a r i ly  o f  in d iv id u a ls  o r  g roups 
n o t d i r e c t l y  a s s o c ia te d  w ith  th e  a c tu a l  d a y -to -d a y  management o f  th e  f i rm . 
V arious f a c t o r s ,  n o ta b ly  th e  ad v en t o f  th e  c o rp o ra te  fo rm  o f  b u s in e s s  
o rg a n is a t io n  w ith  th e  a t te n d a n t  governm ent r e g u la t io n  t h a t  h as  developed  
in  i t s  wake, have o p e ra te d  to  b r in g  e n t i t y  f in a n c e s  and o p e ra tio n s  more 
and more under p u b l ic  s c r u t in y .  As a  r e s u l t ,  p u b lis h e d  a cc o u n tin g  
s ta te m e n ts  r e p o r t in g  s te w ard sh ip  o f  c a p i t a l  c o n tr ib u t io n s  have been  
em phasized . Because o f  th e  f a c t  t h a t  s te w a rd sh ip  r e p o r t s  a re  s p e c i ­
f i e d  b y  law o r  c o rp o ra te  ag reem en t, any im balance t h a t  dev e lo p s betw een 
th e  s te w ard sh ip  and  m an ag eria l o b je c t iv e s  o f  p u b lis h e d  f i n a n c ia l  r e ­
p o r t s  w i l l  most l i k e l y  be a t  th e  expense o f  s e rv ic e  to  management.
The d u a l i ty  o f  a c c o u n tin g  p u rp o se , covered  by th e  c o n ce p ts  o f  stew ­
a rd s h ip  a cc o u n tin g  and m an a g e ria l a c c o u n tin g , im p lie s  th e  p o s s i b i l i t y  
t h a t  n o t  one s e t  o f  o u tp u ts  f rom,  th e  a c c o u n tin g  system  w i l l  a d e q u a te ly  
se rv e  a l l  n eed s . S tew ardsh ip  a c c o u n tin g  p la c e s  em phasis on th e  e n te r ­
p r i s e  a s  a  w ho le , w h ile  m an ag eria l a cc o u n tin g  fo c u s e s  a t t e n t i o n  on th e
ii9c o n s t i tu e n t  e lem en ts o f  th e  f i rm . The o b je c t iv e s  o f  s tew ard sh ip  
a c c o u n tin g , w ith  em phasis on  c o n s is te n c y , o b j e c t i v i t y ,  and  co n qparab ility  
o f . f i n a n c i a l  data ., r e q u ir e  th e  g e n e ra l  acc ep tan c e  o f  a  r e l a t i v e l y  r i g i d  
m ethodology. T h is m ethodology, when a p p lie d  t o  a  g iv en  e n te r p r i s e ,  may 
seem to  be  undu ly  a r b i t r a r y ,  b u t  i s  n e v e r th e le s s  n e c e s sa ry  a s  a  r e q u i s i t e
k ^ H ill  and  Gordon, fop.  C i t . a p .  11. 
^ I b i d . ,  p .  11.
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fo r  the r e a liz a tio n  of u n iv ersa l a p p lic a b i li ty  and acceptance o f the 
product o f the  accounting function .
In  order to  meet the b a s ic  ob jec tive  o f u sefu lness and fa irn e s s  to  
a l l  p a r t ie s ,  and a t  th e  same time meet the requirements e s tab lish ed  by 
acceptable standards of stewardship accounting, the accountant must en­
deavor to  p resen t a f in a n c ia l  o u tlin e  which conforms to  the a c tu a l 
a f f a i r s  o f the  f irm . .Accounting must, p o rtray  adequately  the flow of 
co sts  a sso c ia ted  w ith  the a c q u is itio n  and subsequent u t i l i z a t io n  of 
economic resources h e ld  by the firm , since th is  flow o f resources rep re ­
sen ts the  economic h is to iy  o f the  firm . As in d ica ted , p rev iously , firm s 
must o f n ecess ity  operate in  the fu tu re  and succeed o r  f a i l  during th a t  
time period , bu t y e t from the standpoin t of stew ardship accounting, 
p a s t  h is to ry  measures the e ffec tiv en ess  w ith  which stewardship has been 
d ischarged, and concurrently  o ffe rs  f a c t  and ob jec tive  opinion which 
can be analyzed a s  a means of rendering judgment concerning fu tu re  
prospects of the  e n te rp r is e . On th is  b a s is  i t  should be emphasized 
th a t  accounting does not s e t  up a thoroughly r ig id  o r unyielding meth­
odology which must be followed in  a l l .  circum stances, b u t ra th e r  a meth­
odology o r framework which can achieve maximum u t i l i t y  only through 
conformity to  s i tu a tio n s  a c tu a lly  e x is tin g  in  r e a l i ty  in  o b jec tiv e ly  
determinable form.
In  accounting fo r  f ix e d  a sse ts  i t  i s  suggested, th a t  g en era lly  the 
co st b a s is  i s  p refe rab le  in  view o f the b a s ic  stew ardsh ip-reporting  
ob jec tive  of accounting. The function  o f accounting, a s  i t  i s  concerned 
w ith  the  accumulation and reporting  of f in a n c ia l  data re la tiv e  to  these  
a s s e ts ,  i s  " . . .p r im a r ily  one o f dealing w ith  the  c o s t.o f  a c q u is itio n  and
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a m o rtiz a tio n  o f t h a t  c o s t o v e r th e  u s e f u l  l i f e  o f  th e  a s s e t s . . . . " - ^
The measurement o f a s s e ts  f o r  ba lance  sh e e t pu rp o ses " . . . i n v o lv e s  p r i ­
m a r ily  a showing o f th e  e x te n t  to  which c o s t i s  un recovered  o r  unam­
o r t iz e d  and th e  e x te n t  to  w hich th e  ev idence  in d ic a te s  th e  re s id u e  i s  
rec o v e ra b le  i n  th e  norm al course o f  b u s i n e s s . T h e  a cc o u n ta n t i s  
l a r g e ly  concerned w ith  th e  b u s in e ss  f irm  a s  a  going concern , and th u s  
does n o t p la y  a  s ig n i f i c a n t  r o le  a s  a d e te rm in e r o f  c u rre n t  c o s t .  On 
th e  b a s i s  o f  th e se  argum ents, " i t  fo llo w s th a t  acco u n tin g  i s  g e n e ra lly  
on a  c o s t  b a s is  and  t h a t  th e re  i s  and  shou ld  be a  s tro n g  presum ption  in  
fa v o r  o f  s ta te m e n t i n  term s o f  c o s t ." ^ 2
The s ig n if ic a n c e  o f  c o s t  a s  a  b a s i s  f o r  f ix e d  a s s e t  re c o g n itio n  
and subsequent measurement i s  s t a t e d  by v a rio u s  a u th o rs  a s  fo llo w s :
" I n  g e n e ra l ,  th e  o n ly  d e f in i te  f a c t s  a v a i la b le  to  r e f l e c t  exchange 
t r a n s a c t io n s  o b je c t iv e ly  and  to  ex p re ss  them homogeneously a re  th e  p r ic e -  
ag g reg a te s  in v o lv ed  i n  th e  exchange; hence such d a ta  c o n s t i tu te  th e  
b a s ic  s u b je c t  m a tte r  o f  a c c o u n t in g ." ^
" . . . t h e  p r in c ip a l  concern  o f  acco u n tin g  i s  th e  p e r io d ic  m atching 
o f  c o s ts  and  rev en u es .
11 . . . p r i c e . . . i s  in d ic a t iv e  o f v a lu e  a t  tim e o f  exchange, and a s  
such i s  a g re a t  a i d  i n  th e  q u a n t i f ic a t io n  o f  b u s in e ss  d a ta  f o r  a cc o u n t­
in g  p u rp o se s .
^^Dohr, 0 £ , C i t . ,  p .  195.
^ I b i d . , p .  195.
. 32I b id . ,  p .  195.
£3paton and L i t t l e to n ,  Op. C i t . ,  p .  7*
% b i d . , p .  7 .
^ A cc o u n tin g  and R ep o rtin g  S tandards f o r  C orporate  F in a n c ia l  
S ta te m en ts ,  Op. C i t . ,  p .  3*
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" . . . c o s t  i s  s ig n if ic a n t  p r im a rily  because i t  approxim ates f a i r  
value a t  date o f acqu isition ."^®
"The accounting fo r  f ix e d  a s s e ts  should be based on cost* b u t t h e . . .  
s tro n g e s t argument in  fav o r o f th is  procedure i s  the  d i f f ic u l ty  and un­
c e r ta in ty  th a t  a re  encountered in  determ ining va lu e .
In  a d d itio n  to  the foregoing argum ents, a d d it io n a l  reasons f o r  the  
adherence to  th e  cost concept e x is t .  Since most f ix e d  a s s e ts  wear out 
and a re  thus d iscarded  o r rep laced , c o s t i s  s e l f  c o rre c tin g . The reg u la r 
and continuing replacement o f f ix e d  a s s e ts  c lea rs  th e  accounts o f o ld , 
h i s to r ic a l  c o s t and rep laces th a t  c o s t w ith  a new h i s to r ic a l  c o s t f ig u re  
which again  i s  equal to  c u rre n t co st. This p rocess o f d isp o sa l and 
replacem ent i s  th e re fo re  a continuing process o f c u rre n t co st recogn i­
t io n . The process of a s s e t  replacem ent, coupled w ith  an i r r e g u la r  o r 
creeping type o f p r ic e - le v e l  change a s  opposed to  a runaway p r ic e - le v e l  
change, r e s u l ts  in  the f a c t  th a t  h i s to r ic a l  c o s t does n o t lo se  i t s  s ig ­
n if ic a n c e , Concerning th e  ra te  of change of p r ic e s  and the e f f e c t  of 
th a t  ra te  of change, Paton expresses th e  follow ing opinion: "Departure
from the  standard  p o lic y  o f adhering to  c o s t a t  da te  o f a c q u i s i t io n . . .  
should be considered only where such a su b s ta n tia l  and p e r s i s te n t  change 
has occurred as to  render accounting on the old  b a s is  inadequate and 
in v a lid  in  view o f the recognized purposes of accounting ."-’®
The preceding defense o f the c o s t concept should n o t be in te rp re te d  
to  mean th a t  c o s t must be id o liz e d  by accoun tan ts . In  some s i tu a t io n s ,
^6paton, "Cost and Value in  Accounting," Op. C i t . ,  p . 193*
^M ay, F in a n c ia l Accounting. Op. C i t . ,  p . 198.
£®"Cost and Value in  A ccounting,” 0£. C it . ,  p . 198.
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a s  i n  th e  case  o f  s e l f ‘ c o n s tru c tio n  o f  a s s e t s  and a s s e t  exchanges i n ­
v o lv in g  non-cash  c o n s id e ra tio n , c o s t d e te rm in a tio n  re q u ire s  th e  u t i l i z a ­
t i o n  o f  e s t im a te s  and  assum ptions w hich r e s u l t  from  a  p ro c e ss  l e s s  th a n  
p e r f e c t ly  v e r i f i a b le  and o b je c t iv e .  Some a l lo c a t io n s  o f  c o s t a re  f r e ­
quently in v o lv e d .in  a s s e t  v a lu a tio n  p ro ce d u res , and  even though th e  
a l lo c a t io n s  a r e  re a so n a b le , th ey  may a ls o  be a r b i t r a r y  to  some e x te n t .
The r e s u l t  o f  c o s t d e te rm in a tio n  th e n , i n  some c a s e s , i s  n o t a s  d e f in i t e  
and i n f a l l i b l e  a s  th e  b a s ic  d o c tr in e  m ight in d ic a te  o r  im p ly .
The a n a ly s is  and e v a lu a tio n  o f th e  c o s t concep t in d ic a te s  t h a t  th e  
concep t i s  w e ll  e s ta b l is h e d  i n  acco u n tin g  d o c tr in e .  The c o n tin u i ty  o f 
l i f e  assum ption  a s  an  i n t e g r a l  e lem ent o f  th e  accoun ting  framework s t r e s s e s  
th e  s ig n if ic a n c e  o f  c o s t  s in c e  i t  i s  assumed a s s e t s  a re  he ld , f o r  u t i l i ­
z a t io n  r a th e r  th a n  o u t r ig h t  s a l e .  T his i s  th e  norm al s i t u a t io n  fa c e d  
by b u s in e ss  e n te r p r i s e ,  b u t  i n  abnorm al o r  a ty p ic a l  c a se s  l iq u id a t io n  
i s  a  p ro s p e c t . I f  l iq u id a t io n  i s  con tem pla ted , c o s t lo s e s  i t s  s i g n i f i ­
cance and cash  r e a l iz a b le  v a lu e  becomes th e  a l l  im p o rtan t a l t e r n a t iv e .  
A bso lu te  j u s t i f i c a t i o n  e x i s t s  under th e se  c ircum stances f o r  th e  abandon­
ment o f  th e  c o s t  co n cep t, s in c e  a s s e t s  a r e  no lo n g e r  be ing  h e ld  f o r  
u t i l i z a t i o n .  Under th e  going concern concep t j u s t i f i c a t i o n  a ls o  e x i s t s  
i n  some cases  f o r  th e  abandonment o f h i s t o r i c a l  c o s t  i n  th e  case  o f  some 
s p e c i f ic  a s s e t s .
I f  i t  becomes obvious t h a t  a s  a  r e s u l t  o f  o b so le scen ce , damage, o r  
s im i la r  c ircu m stan ces , th e  s e rv ic e  p o t e n t i a l  o f  an  a s s e t  has b een  ma­
t e r i a l l y  reduced , j u s t i f i c a t i o n  e x i s t s  f o r  a w r i te  down to  a  f ig u r e  which 
can be co n sid e red  th e  d o l la r  amount o f  s e rv ic e  p o t e n t i a l  w hich w i l l  be 
r e a l i z e d  th ro u g h  u t i l i z a t i o n  o f  th e  a s s e t .  I f  u se  o f  an  a s s e t  i s  d i s ­
co n tin u ed  a s  a  r e s u l t  o f  f a c to r s  o f  t h i s  n a tu re ,  an .im nedi& te w r i te
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down to  scrap value, i f  any, would be requ ired . In  these s itu a tio n s  a 
s ig n if ic a n t decline in  value has occurred, and the h is to r ic a l  co st should 
be abandoned in  order to  give recognition  to  the  lo ss  in  value which lias 
been susta ined . S u b stan tia l lo sse s , when concretely  demonstrated, re ­
qu ire  loss recognition  p r io r  to  d isp o sitio n  of the a s s e t ,  but.because
losses can frequen tly  not be convincingly demonstrated, write-downs of
59a sse t values should no t be l ig h t ly  undertaken.
The A llocation  of Fixed Asset Cost to  Operations
Depreciable fixed  a s se ts  represen t a prepaid o r deferred  cost of 
manufacturing, marketing, o r general adm in istra tion  of an accounting 
e n ti ty .  In  order fo r  a  firm  to  be p ro f ita b le  and thus successfu l, de­
p rec ia tio n  c o s t, l ik e  o th er costs incurred  in  opera tions, must be re ­
covered by sa le s  revenue. I f  the a s se t  cost i s  no t fu l ly  recovered as 
the serv ice p o te n tia l  of the a sse t i s  consumed, a  lo ss  on d isp o s itio n  of 
the  a sse t re s u l ts .  This lo ss  must then be.absorbed by revenue in  a 
period  subsequent to  and thus un re la ted  to  the  time of u se , w ith  the 
consequence th a t  a  mismatching of revenue and expense occurs.
D epreciation d if fe rs  from o ther operating costs  i n  th a t  a lump-sum 
prepayment i s  made fo r  f a c i l i t i e s ,  of a productive nature, th a t  represen t 
a  source o f serv ices to  be supplied to  the firm  over a  s e r ie s  o f fu tu re  
periods. Since serv ice  p o te n tia l  o f depreciable a s se ts  cannot , be ac­
quired in  q u a n titie s  su ffic ien tly , lim ited, to cover an operating period , 
a  number of serv ice periods of capacity  must be acquired, as a u n it .
The accounting problem th a t  re su lts  from these circumstances i s  thus 
concerned w ith the  determ ination of. the. proportion  of the to ta l  co st
59Ib id ., p . 19?.
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o f  th e  a s s e t  t h a t  i s  a p p lic a b le  to  each  in d iv id u a l  tim e p e r io d  in c lu d e d  
i n  th e  u s e f u l  l i f e  o f  th e  a s s e t .
The amount o f  d e p re c ia tio n  c o s t  a p p lic a b le  to  in d iv id u a l  p e r io d s  
cannot be s e p a ra te ly  t r a c e d  o r  d i r e c t l y  a s s o c ia te d  w ith  th e  p e r io d s  
in v o lv e d , b u t  in s te a d  can o n ly  be a l lo c a te d  w ith  th e  a id  o f  c e r t a in  
assum ptions.^®  Some methods o f d e p re c ia tio n  acco u n tin g  assume d e p re c i­
a t i o n  to  be a. f u n c t io n  o f  tim e o n ly —t h a t  d e p re c ia t io n  c o s t  i s  in c u r r e d  
a t  a un ifo rm  an n u al amount o r  r a t e ;  w h ile  o th e r  methods assume d e p re c i­
a t io n  to  be a  fu n c t io n  of- u se—t h a t  c o s t e x p ir a t io n  i s  p ro p o r t io n a l  to  
th e  number o f  hours o f  u se  o f  th e  f ix e d  a s s e t  o r  th e  number o f  u n i ts  o f  
p ro d u c t p roduced  by i t .
Judgment i s  r e q u ire d  i n  d e te rm in in g  which assum ptions a r e  m ost 
r e a l i s t i c  and  hence most a p p ro p r ia te  f o r  a  g iv en  s i t u a t i o n .  D if fe re n t  
d e p re c ia t io n  methods y i e l d  u n eq u al amounts o f  an n u al d e p re c ia t io n  c o s t .  
S ince judgm ent i s  a  s ig n i f i c a n t  e lem ent in v o lv e d  in  th e  d e p re c ia tio n  
p ro c e s s , i t  i s  n o t  p o s s ib le  to  p rove  t h a t  a n n u a l d e p re c ia t io n  c o s ts  a s  
m easured by  a  p a r t i c u l a r  d e p re c ia tio n  method a re  more n e a r ly  e x a c t o r  
c o r r e c t  th a n  a re  amounts a s  determ ined  by  o th e r  d e p re c ia t io n  m ethods. 
N e v e r th e le s s , a s s e t ,  s e rv ic e  p o t e n t i a l  e x p ir a t io n  nsist be e s tim a te d  and  
a l lo c a te d  to  f i s c a l  p e r io d s  i n  o rd e r  to  p re p a re  f i n a n c ia l  s ta te m e n ts  
b a sed  on an  adequa te  m atching o f revenue and expense . The ren d e rin g  
o f  sound judgment b a se d  on a  c a r e f u l  a n a ly s i s  o f  th e  c ircu m stan ces 
r e s u l t s  i n  an  a c c e p ta b le  measure o f  s e rv ic e  e x p ir a t io n ,  even  though 
e q u a lly  sound judgm ent i n  a  s im i l a r  s i t u a t io n  may p rov ide, unequal de­
p r e c ia t io n  c h a rg es .
^ R e s e a rc h  S e r ie s  No. 33 . C u rren t P ra c t ic e  i n  A ccounting  f o r  De­
p r e c ia t io n  (New York; N a tio n a l A s so c ia tio n  o f  A cco u n tan ts , 1956 ), p .  3 .
lilO
Accounting f o r  d ep rec ia tio n  obviously has a s ig n if ic a n t  element 
o f su b je c tiv ity  involved, b u t a lso  involved i s  a degree o f o b je c t iv i ty .  
O b je c tiv ity  i s  involved in  the  an a ly sis  o f f a c ts  th a t  i s  req u ired  in  
determ ining which assumptions regarding d ep rec ia tio n  method a re  most 
a p p ro p ria te . Even though some, degree of s u b je c tiv ity  i a  involved  in  
th e  determ ination  of d e p rec ia tio n  expense by. th e  conventional methods, 
th i s  degree i s  not s u f f ic ie n t ly  g rea t to  fo rce  accountan ts to  adm it th a t  
f in a n c ia l  sta tem ents a re  la rg e ly  statem ents of op in ion .
The concept o f d e p rec ia tio n  has had an evo lu tionary  development. 
There i s  alm ost no reference  made to  d e p rec ia tio n  accounting i n  American 
w ritin g s  pub lished  p r io r  to  1 8 3 0 .^  However, a f t e r  the inven tion  and 
u t i l i z a t io n  of th e  steam locom otive, companies having la rg e  c a p i ta l  re ­
quirem ents developed, and th e  re s u ltin g  r e la t iv e ly  la rg e  investm ent in  
f ix e d  a s s e ts  coupled w ith th e  new b usiness concept o f co rpora te  ac ­
c o u n ta b ili ty  to  stockholders caused many of the  e a r ly  companies to  
study d ep rec ia tio n .
One of the  f i r s t  c le a r  refe rences to  d ep rec ia tio n  accounting was 
in  the  annual re p o rt o f  th e  Baltim ore and Ohio B ailroad  Company f o r  
f i s c a l  y ear 1835, b u t no co n s is ten t p o lic y  was follow ed by any company 
o r  group of companies during th e  years fo llow ing 1 8 3 5 .^  The concept 
o f d e p rec ia tio n  was no t c le a r ly  e s ta b lish e d  by the l a t t e r  p a r t  o f  the  
n in e teen th  cen tu ry , since a t  th a t  tim e i t  was freq u e n tly  b e liev ed  th a t
^ P ,  D* Woodward, "D epreciation—The Development o f an Ac­
counting Concept," The Accounting He view. XXXI (1956), 71.
62I b id . ,  p . 71.
63I b ld . ,  p . 71.
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i f  p ro p e r ty  were p ro p e rly  m ain tained  d e p re c ia tio n  d id  n o t o c cu r.^ *  i t  
was n o t u n t i l  a f t e r  th e  end o f  th e  n in e te e n th  cen tu ry  t h a t  th e  concep t 
o f  d e p re c ia tio n  became g e n e ra lly  a c c e p te d .^
The A ccounting Concept o f  D e p re c ia t io n . D e p rec ia tio n  can be de­
f in e d  a s  " . .  »the sy s te m a tic  assignm ent o f a c a p i ta l  e x p en d itu re  to  
d i f f e r e n t  accoun ting  p e r i o d s . B a s e d  on t h i s  d e f in i t io n  th e  p rim ary  
o b je c tiv e  o f d e p re c ia tio n  accoun ting  can be s ta te d  a s  fo llo w s : tt. . . t o
a l lo c a te  th e  t o t a l  c o s t  o f  equipm ent to  p ro d u c tio n  du rin g  th e  p e r io d  
i n  which i t  w i l l  be u s e d .*^7 D e p rec ia tio n  th u s  m easures th e  re d u c tio n  
i n  s e rv ic e s  t h a t  a  d e p re c ia b le  f ix e d  a s s e t  w i l l  be capab le  o f p ro v id in g  
to  fu tu r e  o p e ra tin g  p e r io d s . The u s e fu l  l i f e  and hence th e  s e rv ic e  
p o te n t i a l  o f  an ite m  o f  p la n t  and equipm ent o r  an  item  o f an  in ta n g ib le  
n a tu re  i s  l im ite d  by b o th  p h y s ic a l  and fu n c t io n a l  f a c t o r s .  P h y s ic a l 
f a c to r s  r e f e r  to  th e  g rad u a l d im inu tion  in  u s e f u l  l i f e  o f  th e  a s s e t  a s  
a  consequence o f u t i l i s a t i o n  and th e  w ear and d e te r io r a t io n  o f  th e  
a s s e t  t h a t  r e s u l t s  from  th e  use  to  which i t  i s  p u t .  F u n c tio n a l f a c to r s ,  
however, a re  n o t r e l a te d  to  a c tu a l  p h y s ic a l u se  o f  th e  a s s e t ,  b u t  i n ­
s te a d  r e s u l t  from  th e  passage o f  tim e . F u n c tio n a l f a c to r s  th e re fo re  
in c lu d e  o b so lescen ce , su p e rse s s io n , and inadequacy , and r e s u l t  i n  a  
re d u c tio n  in  th e  s e rv ic e  p o te n t i a l  o f a  f ix e d  a s s e t  n o t because of
6^ Ib id . ,  p .  72 .
6^ Ib id . . p .  7U.
^^W ron H. B oss, ”D ep rec ia tio n  and U ser C o s t,"  The A ccounting 
Review, XXXV (I9 6 0 ) , U22.
67J o e l  Dean, "Measurement o f  P r o f i t s  f o r  E xecutive  D e c is io n s ,"  
The Accounting Review, XXVI (1 9 ?1 ), 187.
6®Sprouse and M oonitz, Op. C i t . ,  p .  32.
p h y sic a l d e te r io ra tio n , bu t economic d e te r io ra tio n , in s te a d . D epreci­
a tio n  covers the  p o rtio n  of a s s e t  co3t th a t  haa expired during a given 
p e rio d  as a r e s u l t  o f b o th  fu n c tio n a l and p h y s ic a l f a c to r s ,  and , as 
such, re p re se n ts  th e  c o s t o f th e  se rv ice s  consumed during th a t  p e rio d .
In  o rd e r to  avo id  an unnecessary degree, of s u b je c t iv i ty  i n  de­
p re c ia tio n  accounting , th e  dep recia tion , method adopted must be a  r a t io n a l  
one and i t  must a ls o  be ap p lied  i n  a  system atic  manner* To be r a t io n a l ,  
a  d e p re c ia tio n  method m ust.be c h a ra c te r iz e d  by  reasonab leness. That 
i s ,  i t  must produce an a llo c a tio n  o f co st which i s  r e a l i s t i c  from the  
standpo in t o f measuring the  exp ired  se rv ice  p o te n t ia l .  L ikew ise, the  
book va lue , o r  undeprecia ted  c o s t, o f th e  a s s e t  rem aining a f t e r  the 
d e p re c ia tio n  recorded to  date has been deducted, should rep re se n t a  
r e a l i s t i c  a n tic ip a tio n  o f b e n e f i ts  to  be derived  in  the  fu tu re  from th e  
u t i l i z a t i o n  o f th e  a s s e t .  To be sy s tem atic , a  d e p re c ia tio n  method 
m ist be a p p lie d  w ith  r e g u la r i ty .  D eprecia tion  i s  a  fu n c tio n  o f time 
and u s e ,  and therefo re , must be a p p lie d  re g u la r ly  on th e  b a s is  o f these  
determ inants* R a tio n a lity  and sy s tem atiza tio n  a re  r e q u is i te s  f o r  an 
accep tab le  d e p re c ia tio n  program, s ince  only  by the  a p p lic a tio n  o f a 
method c o n s is te n t w ith  these, requirem ents can an u n d esirab le  degree o f 
a r t i f i c i a l i t y  and a rb i t r a r in e s s  be avoided.
The consequence of an adequate d e p re c ia tio n  p o lic y  i s  the  appro­
p r ia te  matching of revenue and expense and th e  r e s u l ta n t  re p o rtin g  o f 
an income f ig u re  which gives reco g n itio n  to  the  co st o f se rv ic e  p o ten ­
t i a l  exp ired  during the  p e rio d . The accounting concept, o f  d e p re c ia tio n  
i s  one which considers d ep rec ia tio n  to  be a . pro cess o f  a l lo c a t io n .
The accountan t i s  concerned w ith  a llo c a tin g  th e  cost o f dep reciab le  
a s s e ts  to  opera ting  p e rio d s  which derive  b e n e f it  from the  u t i l i z a t i o n
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o f  th e  a s s e t s .  Thereby d e p re c ia tio n  c o n tr ib u te s  to  th e  r e a l i z a t i o n  o f  
th e  p rim ary  o b je c tiv e  o f  acc o u n tin g , which i s  th e  d e te rm in a tio n  o f  n e t  
income.
I f  income i s  d e fin e d  as th e  excess o f  c u r re n t  revenue over th e  
o r ig in a l  c o s t  o f a s s e t s  consumed i n  th e  g e n e ra tio n  o f  t h a t  revenue, a s  
i t  i s  i n  acc o u n tin g , p re s e n t  methods o f  d e p re c ia tio n  meet th e  r e q u ir e ­
ment o f  adequacy v e ry  w e ll .  Under th e se  co n d itio n s  o r ig in a l  c o s t  b e ­
comes th e  a l l - im p o r ta n t  b a s is  f o r  d e p re c ia tio n  m easurement. The 
p o s s i b i l i t y  t h a t  th e  amount o f  re so u rc e s  r e ta in e d  in  th e  e n te r p r is e  
a s  a  r e s u l t  o f  a l lo c a t in g  o r i g in a l  c o s t o f  a s s e t s  m ight be an  amount 
sm a lle r  th an  th e  rep lacem ent c o s t  o f th e  a s s e t s  a t  th e  end o f  t h e i r  
u s e fu l  l iv e s  i s  n o t a  p a r t  o f  th e  accoun ting  problem  a s s o c ia te d  w ith  
d e p re c ia tio n  a cc o u n tin g . Replacem ent o f  a s s e t s  i s  g e n e ra lly  n o t con­
s id e re d  by  a cc o u n ta n ts  a s  one o f  th e  v a r ia b le s  a s s o c ia te d  w ith  income 
d e te rm in a tio n . The prim ary  o b je c tiv e  o f  d e p re c ia tio n  accoun ting  i s  to  
match c o s t  o f o p e ra tio n s  w ith  revenue r e a l iz e d  during  a  p e r io d , and 
d e p re c ia tio n  ch arg es  w hich a re  adequa te  on t h i s  b a s i s  a u to m a tic a lly  
p ro v id e  f o r  c a p i t a l  m aintenance in  term s o f th e  money in v e s te d  i n  p rop­
e r t y  i n  s i tu a t io n s  i n  which a  n e t  income i s  e a rn e d . ̂ 9
On th e  b a s is  o f th e  p reced ing  d isc u ss io n  o f  th e  acco u n tin g  concept 
o f  d e p re c ia tio n , i t  can be observed t h a t  d e p re c ia tio n  charges do n o t 
re p re s e n t  a  measure o f  p h y s ic a l  d e te r io r a t io n  a lo n e . To th e  c o n tra ry , 
th e y  should  be b ased  on a  lo g ic a l  and r a t i o n a l  qrstem  o f  a s s ig n in g  to  
expense o f o p e ra tio n s  th e  b a s ic  c o s t v a lu e  o f  d e p re c ia b le  f ix e d  a s s e ts
^ P .  B h a v ila i ,  "Concepts o f  D e p re c ia tio n  and T h e ir  Im p lic a tio n s  
in . A ccounting Theory and P r a c t ic e *" The A ccounting Review, XXXUII 
(19 5 9 ), 612.
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over the  estim ated  u se fu l l iv e s  o f the assets*  The a llo c a tio n  o f cost 
over the  u se fu l l iv e s  o f f ix ed  a s se ts  as  re la te d  to  the concept of 
dep recia tion  does no t involve the recogn ition  o f market va lue . General 
agreement e x is ts  in  regard to  the  requirement th a t  the accountant does 
not seek to  value o r appraise e i th e r  the a s se t  i t s e l f  o r the  physica l 
deprecia tion  e x is tin g  o r  accumulated a t  any time in  th e  course of th e  
u se fu l l i f e  o f the a s s e t .? 0
I t  can furtherm ore be observed from the  preceding an a ly sis  o f the  
accounting concept of dep recia tion  th a t  i t  i s  s ig n if ic a n tly  dependent 
upon expectations concerning the fu tu re . A requirement o f  an adequate 
dep recia tion  po licy  i s  th a t  the book value of a p a r t i a l ly  depreciated  
a s se t  rep resen t a reasonable measure of the  b e n efits  to  be gained from 
fu tu re  u t i l i s a t io n  o f the a s s e t .  Book value a t  any p o in t in  time th e re ­
fo re  represen ts a r e a l i s t i c  measure of a n tic ip a te d .fu tu re  b e n e fits  r e ­
maining in  an a s s e t ,  in d ica tin g  th a t  the accountant a n tic ip a te s  the 
fu tu re  w il l  use a p o rtion  o f the a s s e t .  I f  the  accountant did not 
a n tic ip a te  o r expect the fu tu re  to  consume a p a r t  o f th e  a s s e t ,  de­
p re c ia tio n  charges would be i r r e g u la r  and p o ss ib ly  h igher.. I f  a n tic ip a ­
t io n  assumed no ro le  in  dep recia tion  accounting, i t  would be necessary 
to  charge the e n tire  co st o f p la n t and equipment a cq u is itio n s  to  de­
p re c ia tio n  expense in  the  period  of a c q u is itio n  since no fu tu re  b e n e fit  
could be expected.
The Current Cost Concept of D epreciation. In  a d d itio n  to  the 
generally  accepted accounting concept o f ,dep recia tion , sev e ra l o th er 
concepts of deprecia tion  e x is t .  The genera lly  accepted  accounting
?°Grady, "Accounting f o r  Fixed A ssets and T heir A m ortization,"
p . 111.
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co n cep t o f  d e p re c ia t io n  h o ld s  t h a t  th e  a l l o c a t io n  o f  th e  o r i g in a l  c o s t  
o f  th e  a s s e t  to  th e  e n t i t y  i s  an  a d eq u a te  m easure o f  c o s t  a s s o c ia te d  
w ith  f ix e d  a s s e t  ow nersh ip . Cost o f  th e  f ix e d  a s s e t  on t h i s  b a s i s  i s  
c o n s id e re d  a  d e f e r r e d  charge  t o  be d e d u c te d  from  revenue  d u r in g  th e  
p e r io d  o f  u s e .  D e p re c ia t io n  ch arg es a r e  deemed to  be a  r e l i a b l e  m easure 
o f  c o s t  when th e y  p e rm it  a company to  re c o v e r  from  revenue  th e  number 
o f  d o l l a r s  c a p i t a l i z e d  i n  th e  a c c o u n ts  on  th e  d a te  o f  a c q u i s i t i o n  o f  a  
d e p re c ia b le  f ix e d  a s s e t .  Income t a x  r e g u la t io n s  a r e  b a se d  on t h i s  con­
c e p t ,  an d  t h i s  co n cep t i s  a l s o  c o n s i s te n t  w ith  t h a t  h e ld  by  th e  U n ited  
S ta te s  Supreme C ourt
Two c o n cep ts  o f  d e p re c ia t io n  w hich  a re  s e p a ra te  and  d i s t i n c t  from  
th e  a c c o u n tin g  co n ce p t; b u t  w hich a r e  c lo s e ly  enough r e l a t e d  to  p e rm it 
t h e i r  b e in g  d is c u s s e d  to g e th e r ;  can  b e  s t a t e d  a s  fo l lo w s :
1 . " C u rre n t  d e p re c ia t io n  c h a rg e s  sh o u ld  p ro v id e  buy ing  power 
e q u a l  to  t h a t  p o s s e s se d  by  d o l l a r s  a t  th e  tim e o r i g i n a l l y  
com m itted  to  th e  d e p re c ia b le  a s s e t s  now b e in g  d e p re c i­
a te d .
2 .  " D e p re c ia t io n  sh o u ld  p ro v id e  th e  fu n d s  n e c e s sa ry  f o r  
k eep in g  a  company’s p l a n t  an d  equipm ent a b r e a s t  o f  t e c h ­
n o lo g ic a l  p ro g re s s  and  f o r  m a in ta in in g  i t s  c o m p e titiv e  
p o s i t i o n .
These c o n ce p ts  o f  d e p re c ia t io n  a r e  r e l a t e d ;  s in c e  b o th  w ould te n d  
to  a l l o c a t e  a  charge  to  o p e ra t io n s  w hich  i s  d i s s i m i l a r  to  t h a t  a l lo c a te d  
on th e  b a s i s  o f  h i s t o r i c a l  c o s t .  D e p re c ia t io n  c h a rg e s  u n d e r b o th  o f 
th e s e  co n ce p ts  w ould p ro v id e  am ounts c lo s e ly  re sem b lin g  an  amount w hich 
m igh t be c o n s id e re d  th e  c u r r e n t  c o s t  o f  ow nership  o f  f ix e d  a s s e t s .
These c o n c e p ts  w ould be c o n s i s t e n t  w ith  a  co n cep t o f  n e t  income w hich
^ E .  C. F le w e lle n , J r . ,  "C oncept o f  D e p re c ia t io n  Held by  th e  
U n ited  S t a te s  Supreme C o u r t,"  The A ccoun ting  Review, XXXV ( i 960) ,  U21.
^ R e s e a r c h  S e r ie s  Wo. 33* Oe. C i t . 3 p .  10 .
H|6
could  be s ta te d  a s  the  excess o f  c u rre n t revenue over th e  c u rre n t  c o s t  
o f  f a c i l i t i e s  u t i l i s e d  o r  consumed during  a  g iven  p e rio d .
A dvocates o f  th ese  p o in ts  o f  view contend th a t  d e p re c ia tio n  a s  
g e n e ra lly  recogn ized  has been inadequate  during th e  in f la t io n a r y  p e rio d  
t h a t  has been i n  e f f e c t  f o r  th e  p a s t  two decades. D e p rec ia tio n  ch a rg es , 
a s  based  on t h i s  l i n e  o f rea so n in g , have been inadequate  because th ey  
have n o t been o f  a  magnitude s u f f i c i e n t ly  la rg e  to  enab le  a  f i rm  to  
m ain tain  i t s  p ro d u c tiv e  c a p a c ity  and e f f ic ie n c y  w ith o u t r e s o r t in g  to  
o u ts id e  sources o f  cash  w ith  which to  rep la ce  r e t i r e d  f a c i l i t i e s .  Funds 
recovered  from revenue based  on an a l lo c a t io n  o f  h i s t o r i c a l  c o s t  have 
been in s u f f i c i e n t ,  and a s  a r e s u l t  i t  i s  argued  th a t  t h i s  c o n s t i tu te s  a  
h idden ta x a tio n  o f  c a p i ta l  which in te r f e r e s  w ith  th e  c i r c u la t in g  flow  
o f  c a p i ta l  from c u rre n t a s s e t s  back to  f ix e d  a s s e ts  a s  re q u ire d  to  
m ain ta in  a  company’s p ro d u c tiv e  pow er.73 These concep ts o f d e p re c ia tio n  
assume th a t  th e  source of funds f o r  p e rm ittin g  an  e n te rp r is e  to  hb in  t a in  
i t s  p o s i t io n  in  th e  in d u s try  must be recovered  from custom ers p r i o r  to  
th e  a p p lic a t io n  o f  a p p ro p ria te  ta x  r a t e s .  On t h i s  b a s is  i t  i s  concluded 
by  proponents t h a t  d e p re c ia tio n  charges based  on h i s t o r i c a l  c o s t  have 
re c e n t ly  been u n d e rs ta te d  and an  e ro s io n  o f  e q u ity  c a p i t a l  has o ccu rred .
The o b je c tiv e  o f d e p re c ia tio n  accoun ting  in h e re n t i n  th e se  c u rre n t 
c o s t concepts o f  d e p re c ia tio n  i s  n o t to  a l lo c a te  th e  h i s t o r i c a l  c o s t  o f 
f a c i l i t i e s  consumed, b u t r a th e r  to  measure ex p ired  earn in g s p o te n t i a l .  
This comparison o f  d e p re c ia tio n  p o lic y  o b je c tiv e s  g e ts  to  th e  h e a r t  o f  
th e  d iv erg en c ies  t h a t  e x i s t  between the  h i s t o r i c a l  c o s t  and c u rre n t c o s t 
schoo ls  o f  th o u g h t.
73Ibid. ,  p. 11.
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I t  was argued e a r l i e r  th a t  o r ig in a l  co s t o f f ix ed  a s s e ts  re p re se n ts  
a  v a l id  measure o f va lue f o r  accounting  pu rposes. L ikew ise, d ep rec i­
a t io n  a s  an a l lo c a t io n  o f o r ig in a l  c o s t i s  th e  re le v a n t measure o f ex­
pense a sso c ia te d  w ith  f ix e d  a s s e t  u t i l i z a t i o n ,  and a s  a r e s u l t  
d e p re c ia tio n  p ra c t ic e  remains f irm ly  anchored to  o r ig in a l  c o s t  o f f ix e d  
a s s e ts .  As s ta te d  e x p l i c i t ly  e a r l i e r ,  th e  purpose o f d e p re c ia tio n  
accounting i s  to  a l lo c a te  th e  co s t o f f ix e d  a s s e ts  and thereby provide 
a  measure o f n e t  income, through th e  matching p ro c e ss , which i s  con­
s i s t e n t  w ith  th e  c u rre n t accounting  concept o f income. A b a s ic  ac ­
counting o b je c tiv e —income determ ina tion—d ic ta te s  th a t  th e  ap p ro p ria te  
d e p re c ia tio n  concept i s  one which a l lo c a te s  o r ig in a l  cost to  o p e ra tio n s . 
The o r ig in a l  c o s t  concept of d e p re c ia tio n  does n o t confuse th e  c o s t o f 
se rv ic e  p o te n t ia l  u t i l i z a t i o n  w ith  th e  c o s t o f c a p i ta l  improvements 
which re p re se n t reduced costs  o f fu tu re  o p e ra tio n s , su p e rio r  q u a li ty  o f 
p ro d u c t, g r e a te r  c ap a c ity  o f  equipm ent, o r  o th e r  advantages, none o f 
which a re  re le v a n t as a  measure o f ex p ired  c o s t and th e re fo re  a re  not 
recogn izab le  a s  a  p re se n t c o s t o f  o p e ra tio n s .
User Cost aa  a  Measure o f  D ep rec ia tio n . A th i r d  concept o f de­
p re c ia t io n  i s  covered by th e  term  rtu s e r  c o s t .” User c o s t r e f e r s  to  the  
opp o rtu n ity  c o s t involved in  f ix e d  a s s e t  u t i l i z a t i o n . ^  This concept 
o f d e p re c ia tio n  measures th e  n e t  revenue foregone by p u ttin g  an a s s e t  
to  i t s  p re s e n t use i n  th e  e n te rp r is e  a s  opposed to  i t s  most p ro f i ta b le  
a l te rn a t iv e  u se . The a l te r n a t iv e  involved  in  u sing  th e  a s s e t  f o r  a  
p e rio d  may be viewed a s  s e l l in g  i t  a t  th e  beginning o f th e  p e rio d  r a th e r  
than  th e  end of th e  p e rio d , in  which case th e  f a l l  i n  value o f th e  a s s e t
^D ean , Op. C i t . ,  p . 187.
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rfu-H ng th e  p e rio d  re p re se n ts  th e  u s e r  c o s t ,  o r  d e p re c ia tio n  f o r  th e  
p e r io d .7-* D eprecia tion  on t h i s  b a s is  m easures th e  red u c tio n  i n  d is ­
p o sa l  value during th e  p e r io d , and a s  such i s  an  in d ic a tio n  o f  c a p i ta l  
d e te r io ra tio n *  D ep rec ia tio n  computed on th i s  b a s is  i s  n o t r e la te d  to  
c o s t ,  f o r  m arket va lues f lu c tu a te  b o th  up and down, w ith  th e  r e s u l t  th a t  
in  some e ase s  d e p re c ia tio n  could .be n e g a tiv e .
This concept o f  d e p re c ia tio n  can have s ig n if ic a n c e  f o r  m anagerial 
d ec is io n s  concerned w ith  s e l l in g  o r  u t i l i z in g  a  f ix e d  a s s e t ,  b u t i s  n o t 
system atic  a s  an  accep tab le  d e p re c ia tio n  method must b e . As w ith  the 
two p reced ing  concepts o f d e p re c ia tio n , u se r  c o s t  does n o t re p re se n t  an 
e f f e c t iv e  re p o rtin g  o f  s tew ardsh ip , n o r does i t  r e p o r t  a  n e t  income f ig u re  
which i s  c o n s is te n t  w ith  th e  accounting  concept o f income.
The S ig n ific an c e  o f Salvage Value in  D eprec ia tion  Accounting.
In  C hapter I I ,  a s s e ts  were described  a s  bundles o f se rv ic e  p o te n t ia l .  
This c h ap te r i s  concerned w ith  th e  problem o f  measuring th e  cost o f  th e  
p o r tio n  o f th e  bundle o f se rv ic e s  t h a t  i s  consumed by b u s in e ss  o p e ra tio n s  
during a  p e r io d  o f  tim e . This p o r tio n  o f  t o t a l  a s s e t  c o s t which a tta c h e s  
to  o p e ra tio n s  during a given accounting  p e rio d  i s  r e f e r r e d  to  a s  de­
p re c ia t io n . D eprecia tion  i s  th e re fo re  a  measure o f  the  c o s t o f th e  p o r­
t io n  o f se rv ic e s  t h a t  has been exhausted during  a  p e rio d , and t h i s  c o s t  
must be covered by revenue i f  a f irm  i s  to  be a s  w e ll o f f  a t  th e  end of 
the  p e rio d  a s  i t  was a t  the  beg inn ing .
One o f  th e  elem ents involved  in  determ ining th e  p o r t io n  o f  c o s t 
to  a l lo c a te  to  o p e ra tio n s  i s  th e  e stab lish m en t o f  th e  p ro p e r, d e p re c ia tio n
7*Ibid., p. 187.
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b a s e . T h i s  r e p re s e n ts  th e  t o t a l  amount o f  d e p re c ia tio n  t h a t  w i l l  be 
charged to  o p e ra tio n s  du rin g  th e  s e rv ic e  l i f e  o f  th e  a s s e t .  T his amount 
w i l l  f r e q u e n t ly  be l e s s  th a n  t o t a l  c o s t  because th e  a s s e t  w i l l  p o sse ss  
some va lue  a f t e r  i t  has reached  th e  p o in t  a t  w hich i t  i s  no lo n g e r  
s u i ta b le  f o r  i t s  in te n d ed  u s e . T his v a lu e  i s  g e n e ra lly  r e f e r r e d  t o  a s  
sa lv ag e .
There a re  two co n cep ts  o f  s a lv a g e . The o ld e r  o f  th e  two concepts 
i s  embodied by  th e  t e r n  " ju n k  v a lu e ,” w hich r e f e r s  to  th e  sc ra p  value  
o f  th e  a s s e t  a s  b a s ic  m a te r ia l  to  be re u se d  i n  a  p h y s ic a l  form  d i f f e r e n t  
from  t h a t  o f  th e  p re s e n t  a s s e t . 77 A newer concept o f  sa lvage  r e f e r s  to  
amounts t h a t  w i l l  be rec o v era b le  when th e  a s s e t ,  a f t e r  normal u se  by 
th e  o r ig in a l  p u rc h a se r , i s  d isposed  o f because i t  i s  no lo n g e r  u s e fu l  
to  h im .7® in  t h i s  c a se , th e  a s s e t  may have some se rv ic e  p o t e n t i a l  r e ­
m ain ing , b u t  th e  owner may f in d  rep lacem ent o f  th e  p re s e n t  a s s e t  w ith  
a  more e f f i c i e n t  one to  be more p r o f i t a b le .  The p r o f i t  m otive o f  th e  
owner may th u s  d ic t a t e  th e  d is p o s a l  o f  th e  a s s e t  b e fo re  i t s  s e rv ic e  
p o t e n t i a l  has been  f u l l y  ab so rbed  by o p e ra tio n s .
S ince a  sa lv ag e  v a lu e  may f r e q u e n t ly  rem ain because a s s e t  d isp o sa l  
p reced es  com plete s e rv ic e  p o t e n t i a l  u t i l i s a t i o n ,  th e  e s tim a te d  sa lvage  
m ust be c o n sid e re d  in  d e te rm in ing  th e  p o r t io n  o f  t o t a l  c o s t  o f  th e  a s s e t  
to  be a l lo c a te d  to  o p e ra tio n s . The p o r t io n  o f  c o s t  to  a l lo c a te  i s  th e  
e x ce ss  o f  t o t a l  c o s t  ov e r sa lv a g e .
7*Hf. B. M eigs, C. E . Johnson, and T. F . K e l le r ,  In te rm e d ia te  
A ccounting (New York: McGraw-Hill Book C o ., 1963), p .  £36 .
??Mark Taynton, "E ffe c t  o f  Salvage Value on D e p re c ia t io n ,” 
Taxes—th e  Tax M agazine, XXXVI (1958), 97.
78I b i d . ,  p .  97.
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Since sa lvage  v a lu es  a re  e s tim a te s  r a th e r  th a n  f a c t  p r io r  to  
r e a l i s a t i o n ,  th e  a cco u n tan t i s  fo rc e d  to  a n t i c ip a te  th e  amount to  be 
r e a l iz e d  a s  sa lvage  upon d isp o sa l  o f  th e  a s s e t .  The amount a n t ic ip a te d  
a s  sa lvage  i s  n o t in c lu d ed  a s  revenue o f  th e  f i rm , b u t  r a th e r  a s  an 
o f f s e t  a g a in s t  th e  t o t a l  o f a s s e t  c o s t and hence d e p re c ia tio n  charges 
based  on th a t  n e t  f ig u r e .  F a i lu re  by  th e  acco u n tan t to  a n t ic ip a te  
sa lvage  in  e s ta b l is h in g  annual d e p re c ia tio n  charges -would o v e rs ta te  
c o s ts  o f  each p e r io d , and o v e rs ta te  revenue in  th e  p e r io d  in  which 
d isp o sa l o c c u rs . A p ro p e r  m atching o f  revenue and expense th e re fo re  
occurs on ly  when sa lv ag e  value  i s  co n sid ered  i n  th e  e s ta b lish m e n t o f 
th e  d e p re c ia tio n  b ase .
Summary
One o f  th e  b a s ic  problem s o f f in a n c ia l  accoun ting  i s  income d e te r ­
m in a tio n . An e s s e n t ia l  elem ent invo lved  in  de te rm in ing  income i s  th e  
p ro c e ss  o f f ix e d  a s s e t  v a lu a tio n . S ince th e  v a s t  m a jo r ity  o f f ix e d  
a s s e t s ,  n o ta b ly  p la n t  and equipment and in ta n g ib le  ite m s , a re  ch ar­
a c te r iz e d  by l i mi t e d  u s e fu l  l i v e s ,  a s s e t  re v a lu a tio n s  a re  r e q u ire d  a t  
th e  end o f each accoun ting  p e r io d  a s  a  means o f determ in ing  th e  c o s t 
a s s o c ia te d  w ith  f ix e d  a s s e t  ownership and u t i l i z a t i o n  f o r  t h a t  p e r io d .
One p o s s ib le  method o f  v a lu in g  a s s e t s  a t  th e  end o f  each  p e rio d  i s  
r e f e r r e d  to  a s  th e  d i r e c t  method o f v a lu a t io n .  The d i r e c t  method o f  
v a lu a tio n  re q u ire s  th a t  th e  fu tu re  stream  o f  s e rv ic e s  r e s u l t in g  from  
a s s e t  u t i l i z a t i o n  be a n t ic ip a te d .  The a n t ic ip a te d  stream  o f  s e rv ic e s  
i s  then  reduced  to  i t s  p re s e n t  v a lu e , which re p re s e n ts  th e  v a lu e  o f th e  
a s s e t ,  th rough  th e  a p p lic a t io n  o f an  a p p ro p r ia te  r a te  o f  d isc o u n t. This 
approach assumes c e r ta in ty  o f  th e  fu tu re  and independence o f  s e rv ic e s  o f
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each asB et. Since th ese  assum ptions hold t ru e  only  in  the  case o f long­
term  investm ents, d i r e c t  v a lu a tio n  procedures a re  g en era lly  no t 
a p p lic a b le .
A second method o f f ix ed  a s s e t  v a lu a tio n  i s  concerned w ith  the  
development o f c u rre n t co st d a ta . Current co st can be ob tained  through 
the  use o f  market v a lu e s , p r ic e  in d ic e s , o r a p p ra is a ls . For a  number 
o f reasons, includ ing  th e  emphasis on stew ardship accounting , c o n ti­
n u ity  o f l i f e ,  matching of c o s t and revenue, o b je c t iv i ty ,  and o th e rs , 
excesses o f c u rre n t c o s ts  over h i s to r ic a l  co sts  a re  no t a n tic ip a te d  by 
accoun tan ts .
The th ird  and most freq u e n tly  ap p lied  v a lu a tio n  procedure i s  c o s t .  
A sset rev a lu a tio n  i s  then  accomplished a t  th e  end o f each accounting 
p e rio d  through the a l lo c a t io n  o f  a p o rtio n  o f the  cost of a s s e ts  to  
o p e ra tio n s . This p rocess o f a llo c a tio n  i s  termed d e p re c ia tio n , and i s  
e s s e n t ia l  fo r  th e  determ ination  o f  p e rio d ic  income.
The accountant must deal in  a n tic ip a tio n s  to  some e x te n t in  f ix e d  
a s s e t  accounting , e sp e c ia lly  in  regard  to  f ix e d  a s s e t  v a lu a tio n s  
accomplished through c o s t a l lo c a t io n . The concept o f d ep rec ia tio n  
r e s ts  on th e  ex p ec ta tio n  th a t  a  b e n e f i t  w i l l  be derived  in  th e  fu tu re  
from th e  u t i l i s a t i o n  o f th e  a s s e t  during ensuing tim e p e rio d s . I f  
the  accountant d id  n o t a n t ic ip a te . th a t  th e  fu tu re  w i l l  consume a p a r t  
o f th e  se rv ice  p o te n t ia l  of th e  a s s e t ,  p e rio d ic  d e p re c ia tio n  charges 
would be i r r e g u la r  and s ig n i f ic a n t ly  g re a te r ,  presumably equal to  th e  
c o s t o f p la n t and equipment a c q u is itio n s  during th e  p e rio d .
In  determ ining the  p o rtio n  o f c o s t to  a llo c a te  p e r io d ic a l ly , one 
must f i r s t  determ ine the  p e rio d  of tim e during which the  se rv ice  poten­
t i a l  embodied in  the a s s e t  can p ro f i ta b ly  be u t i l i z e d .  Only through
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the establishm ent of a r e a l i s t i c  time period  can a sa tis fa c to ry  attem pt 
a t  matching expired  cost w ith revenue be made* Secondly, the salvage 
o r re s id u a l value of the a s se t  a t  the end of the time period  rep resen t­
ing u se fu l l i f e  must be a n tic ip a te d . This aarmnt i s  a n tic ip a te d  and 
thereby included as an o f fs e t  in  the  determ ination of p e rio d ic  depreci­
a tio n  charges* An inappropriate  matching of cost and revenue re s u l ts  
i f  salvage values are  not a n tic ip a te d .
CHAPTER VI
THE ROLE OF ANTICIPATION IN ACCOUNTING FOR IONG-TEBM INABILITIES 
In tro d u c tio n
I t  i s  n e ce ssa ry  to  m ain ta in  a  d i s t in c t io n  i n  f i n a n c ia l  s ta te m e n ts  
betw een s h o r t- te rm  and long -te rm  l i a b i l i t i e s *  s in c e  th e  d a te  o f  repay­
ment o f  d eb t i s  a  s ig n i f ic a n t  elem ent t h a t  must be g iven  c o n s id e ra tio n  
in  th e  a n a ly s is  o f th e  f i n a n c ia l  p o s i t io n  o f  a  f i rm . As in d ic a te d  
e a r l i e r ,  a  s h o r t- te rm , o r  c u rre n t l i a b i l i t y ,  i s  one t h a t  w i l l  re q u ire  
payment d u rin g  th e  lo n g e r o f  th e  c u r r e n t  o p e ra tin g  cycle  o r  one y e a r .  
Long-term  l i a b i l i t i e s  in c lu d e  th o se  l i a b i l i t i e s  t h a t  w i l l  r e q u ire  pay­
ment on a  d a te  which l i e s  o u ts id e  th e  tim e p e r io d  embodied in  th e  c u r­
r e n t  l i a b i l i t y  co n cep t, and  th e re fo re  “ c o n s t i tu te  p a r t  o f  th e  r e l a t i v e ly  
perm anent c a p i ta l  s t r u c tu r e  o f th e  e n te r p r i s e .
I t  has been  recommended t h a t  a s s e t s  be c l a s s i f i e d  f o r  s ta tem en t 
p re s e n ta t io n  purposes a s  e i t h e r  c u r r e n t  o r  f ix e d .  A s im i la r  c l a s s i f i c a ­
t i o n  p rocedu re  i s  a ls o  recommended f o r  l i a b i l i t i e s ,  ex cep t f o r  th e  f a c t  
t h a t  th e  p h ra se  long te rm  be s u b s t i tu t e d  f o r  f ix e d  i n  th e  case  o f  l i a b i l i ­
t i e s ,  s in c e  th e  term  f ix e d  in d ic a te s  a  deg ree  o f  permanence which i n  
f a c t  does n o t e x i s t .
I n  a d d i t io n  to  d a te  o f  paym ent, a  number o f  o th e r  d i s t in c t io n s  
f r e q u e n t ly  e x i s t  betw een th e  two c l a s s i f i c a t i o n s  o f l i a b i l i t i e s .  As
A. P a t on, e d . ,  A ccountants* Handbook (T h ird  E d it io n ; New 
York: Ronald P re ss  C o ., 195>l), p .  937.
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mentioned in  Chapter I I I ,  in  th e  case o f a la rg e  p ro p o rtio n  of sh o r t­
term  l i a b i l i t i e s  j p a r t ic u la r ly  accounts payable, no e x p l ic i t  in te r e s t  
charge i s  requ ired  o f the  debtor* Since money does have a  time va lue , 
however, an im p lic i t  in te r e s t  element i s  presumably included in  the 
face  amount of the  l i a b i l i t y .  Since the  im p lic i t  i n te r e s t  i s  sma l l  in  
the case o f sh o rt-te rm  o b lig a tio n s , i t  i s  g en era lly  ignored  in  account­
ing  fo r  cu rren t l i a b i l i t i e s .  In  the case of long-term  l i a b i l i t i e s ,  the  
in te r e s t  fa c to r  assumes a  s ig n if ic a n t ly  more im portant p o s it io n  and 
th e re fo re  must be given c a re fu l considera tion  in  f in a n c ia l  p re se n ta tio n s , 
bo th  i n  order to  p re sen t a  comprehensive balance sh ee t view o f the 
l i a b i l i t i e s  e x is tin g  a t  a  given date  and a lso  in  o rd er to  achieve an
appropria te  matching of revenue and expense fo r  a  f i s c a l  p e rio d .
Another d is t in c t io n  sometimes e x is tin g  between cu rren t and long­
term  debt i s  concerned w ith the  degree of fo rm a lity  th a t  e x is ts  between 
the two types . Short-term  o b lig a tio n s  freq u e n tly  a r i s e  from very i n ­
form al, perhaps even v e rb a l agreements in  which only im plied c o n tra c tu a l 
arrangements a re  made. Long-term o b lig a tio n s  on the o th e r  hand a r is e  
under terms of form al w ritte n  co n trac ts  in  which r ig h ts  and d u tie s  of 
both p a r t ie s  to  th e  agreement a re  e x p l ic i t ly  s ta te d . Considerable 
d e ta i l  i s  given in  regard  to  p r iv ile g e s  and o b lig a tio n s  o f both p a r t ie s  
in  such a reas  as due d a te , In te r e s t  payments, p roperty  l ie n s ,  and r e ­
s t r i c t io n s  p laced  on the  a c t iv i ty  o f the debtor throughout th e  p e rio d  
during which the  debt i s  ou tstand ing . Inform ation in  regard  to  these  
elements i s  no t p a r t ic u la r ly  im portant from the  s tandpo in t of account 
balances on e i th e r  the  balance sheet o r  income sta tem en t, b u t i s  s ig ­
n i f ic a n t  from the s t a n ^ o in t  o f a couplete  f in a n c ia l  a n a ly s is  in  which 
the  r e la t iv e  p o s itio n s  o f o th e r  eq u ity  ho lders must be determined.
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Long-term d eb t a s  a  source  o f  funds f o r  e n te rp r is e  growth and 
s t a b i l i t y  i s  g e n e ra lly  re q u ire d , f o r  th e  ty p es  o r  sources o f funds 
o b ta in e d  should  be c o n s is te n t  w ith  o r  i n  harmony w ith  the k inds o f  
o p e ra tin g  a s s e ts  employed.^ As a  g e n e ra l p o l ic y , i t  i s  d e s ira b le  to  
f in an c e  th e  f ix e d  a s s e ts  and a p o r t io n  o f  c u rre n t a s s e t s  w ith  long ­
term  fu n d s, e i t h e r  deb t o r  e q u ity . F ixed  a s s e ts  p ro v id e  se rv ic e s  over 
a  p e r io d  o f y e a rs  and during  t h i s  p e r io d  o f  y e a rs  p rov ide  a  cash  i n ­
flow  th rough  s e rv ic e  p o te n t i a l  r e a l iz a t io n  which r e s u l t s  i n  the  accumu­
la t io n  o f a s s e ts  which can be used  a s  a  source o f funds f o r  deb t 
re tire m e n t a t  M atu rity . F ixed  a s s e t  conversion  i s  a  slow p ro c e ss  in  
many cases and hence long-te rm  d eb t o r  e q u ity  c a p i ta l  i s  a  more s u i ta b le  
source o f funds f o r  f ix e d  a s s e t  f in a n c in g  th an  i s  c u rre n t d e b t. Con­
se q u e n tly , firm s w ith  r e l a t i v e ly  la rg e  investm en ts in  f ix e d  a s s e ts  
g e n e ra lly  r e ly  to  a  g r e a te r  degree on long -te rm  deb t and e q u ity  than  
do firm s w ith  a r e l a t i v e ly  sm all f ix e d  a s s e t  investm en t.
Accounting f o r  Long-Term Debt
When p ro p e rty  i s  acq u ired  a s  a r e s u l t  o f  long-term  borrow ing, th e  
a s s e t  i s  v a lu ed  i n  th e  accounts a t  c o s t ,  a  f ig u r e  which i s  e q u a l to  th e  
amount o f cash  o b ta in ed  upon issu a n c e  o f th e  d e b t in s tru m e n ts . The 
lo n g -te rm  l i a b i l i t y  which a r i s e s  a t  th e  date  o f Issuance  should  be r e ­
corded a t  an amount which re p re s e n ts  th e  p ro ceed s , e x c lu s iv e  of. issu an ce  
c o s ts ,  re c e iv e d  by  th e  is su in g  company upon th e  s a le  o f th e  o b lig a ­
t io n .  I n  a s i tu a t io n  i n  which deb t in s tru m e n ts  a r e  is su e d  a t  p a r ,  th e  
amount o f  th e  l i a b i l i t y  w i l l  be eq u al to  p a r ,  o r  m a tu rity  v a lu e .
^Robert ¥ .  Johnson, F in a n c ia l  Management (Second E d itio n ; 
B oston: A llyn  and Bacon, I n c . ,  1 9 6 2 p .  1U1.
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In  the m ajority  of cases, however, long-term debt w i l l  be issued  
a t  an amount which i s  d if fe re n t from par o r m aturity  value. This 
d ifference  between par and issuance p rice  i s  p rim arily  a function  of 
the in te r e s t  r a te .  Since the decision  concerning the  ra te  of in te r e s t  
to  e s ta b lis h  fo r  the  issuance in  the  case of public o ffe rin g s must be 
made sometime p r io r  to  the  date on which b id s a re  taken, the market 
ra te  of in te r e s t  may be d iffe re n t from th a t  an tic ip a te d  a t  the date  on 
which the  coupon ra te  was e s tab lish ed . In  some cases, an in te re s t  
ra te  d if fe re n t  from the market ra te  may be d e lib e ra te ly  e stab lish ed  
in  order to  influence the issuance p r ic e . A divergency between the 
coupon ra te  and th e  market ra te  a t  date of issuance w i l l  be re f le c te d  
in  the  issuance p r ic e , since th i s  i s  the only variab le  th a t  can be 
a ffec ted  a t  the d a te  of issuance.
I f  long-term  debt i s  issu ed  a t  an amount which i s  le s s  than pa r, 
an in d ic a tio n  e x is ts  th a t  investo rs demand a ra te  of in te r e s t  which i s  
higher than the ra te  s ta te d  on the debt instrum ents. I f  purchased a t  
p a r , the debt would be an undesirable  investment because s im ila r in ­
vestments could be acquired a t  the  higher market ra te  of in te r e s t .
Since the coupon ra te  of the  debt i s  f ix ed , a higher e ffe c tiv e  r a te  of 
in te r e s t  equal to  the  ra te  p rev a ilin g  in  the  market can only be obtained 
through acq u is itio n  of the debt a t  an amount le ss  than p a r . Because 
investo rs receive in te r e s t  a t  the s ta te d  ra te  on p a r, they a re  rece iv ­
ing  a higher e ffe c tiv e  ra te  since they paid  le s s  than p a r. In  ad d itio n , 
upon m aturity  par must be repaid  by the issu ing  firm  to  the in v es to rs , 
who in  the f i r s t  instance paid  le s s  than p a r , w ith  the  r e s u l t  th a t  an 
ad d itio n a l gain  i s  rea liz ed  which s im ila rly  a c ts  to  increase  the  e ffe c ­
tiv e  ra te  of in te r e s t .
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I n  th e  e v e n t th a t  th e  d eb t in s tru m e n ts  b e a r  a  r a t e  o f  i n t e r e s t  
h ig h e r  than  t h a t  demanded by th e  m arke t, th e  d eb t w i l l  prove to  be a  
more d e s i ra b le  investm en t and hence in v e s to r s  w i l l  be w i l l in g  to  pay 
more th a n  p a r .  As i n  th e  case  in  which issu an ce  occu rs  a t  l e s s  th an  p a r ,  
th e  issu an ce  p r ic e  f lu c tu a te s  to  th e  e x te n t  n e ce ssa ry  to  p e rm it i t  to  
be eq u ated  to  th e  p re s e n t  v a lu e  o f the  s tream  o f  i n t e r e s t  and p r in c ip a l  
payments th a t  w i l l  be made by  th e  is s u in g  f irm  to  th e  in v e s to r  on th e  
b a s is  o f th e  m arket r a t e  o f  i n t e r e s t .
I t  can be recogn ized  t h a t  i n  s i tu a t io n s  i n  which d eb t i s  is s u e d  
a t  an  amount o th e r  th a n  p a r ,  th e  e f f e c t iv e  r a t e  o f  i n t e r e s t  i s  a b e t t e r  
measure o f c o s t  o f  a c q u ir in g  funds th a n  i s  th e  nom inal o r  s t ip u la te d  
r a te  in v o lv ed . I t  i s  a ls o  obvious t h a t  d isc o u n t, w hich i s  the  excess 
o f p a r  over is su a n c e , and premium, th e  ex ce ss  o f is su a n c e  over p a r ,  a re  
r e l a te d  f o r  th ey  a re  b o th  fu n c tio n s  o f  th e  i n t e r e s t  r a t e  and hence 
re p re s e n t  i n t e r e s t  a d ju s tm e n ts .
I t  has long been recogn ized  p r a c t ic e  to  r e p o r t  d eb t d isc o u n t a s  
an  a s s e t  under th e  d e fe r re d  charge s u b c la s s i f ic a t io n  and  d eb t premium 
a s  a  l i a b i l i t y  under th e  d e fe r re d  c r e d i t  s u b c la s s i f ic a t io n ,^  a  procedure 
which i s  d i f f i c u l t  to  j u s t i f y  th e o r e t i c a l ly  and th u s  w i l l  be considered  
more com plete ly  in  th e  fo llo w in g  s e c t io n .  C urren t tre a tm e n t reco g n izes 
t h a t  on an i s s u e  o f  long -te rm  deb t th e  e n t i r e  amount ag reed  to  be p a id  
to  th e  le n d e r  o f  th e  funds b y  th e  borrow er in  excess o f  th e  n e t  p roceeds 
o f th e  is s u e  c o n s t i tu te s  th e  com pensation p a id  f o r  th e  use  o f money. ̂
^Finney and M ille r , F i f t h  E d it io n , Og. C i t . ,  p .  1*21*.
^R obert E. H ealy, "T reatm ent o f  Debt D iscount and  Premiums upon 
R efund ing ,"  J o u rn a l  o f Accountancy, IK CIII (191*2), 202.
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The amount to  be pa id  by the  borrower in  excess of the n e t proceeds o f 
the  issu e  c o n s is ts  o f two elem ents—nominal p e rio d ic  in te r e s t  payments 
p lu s an amount a t  m atu rity , which may be e i th e r  p o s itiv e  o r  n ega tive , 
rep resen ting  th e  a lgeb ra ic  d iffe rence  between p a r  and o r ig in a l  issuance 
price*  Since bo th  premium and discount e n te r  in to  th e  determ ination of 
th e  c o s t of borrowed money, i t  i s  necessary  to  carry  the balances of 
these  accounts on the balance sheet from period  to  p e rio d  w hile th e  
issu e  of long-term  debt i s  ou tstand ing .
Because i t  i s  agreed th a t  d iscount o r premium p lu s  the in te r e s t  
th a t  must p e rio d ic a lly  be p a id  r e f le c t  the  cost o f the borrowed money, 
i t  has become accepted accounting p ra c tic e  to  a llo c a te  the d iscoun t o r 
premium over the  term  of th e  issu e  to  in te r e s t  expense and thereby 
re p o r t  both i n te r e s t  pa id  and discount o r premium a llo c a tio n  as in te r e s t  
expense fo r  the p e rio d . The process of a llo c a tin g  th e  d iscount or 
premium re s u ltin g  from an issuance o f debt to  the  in te r e s t  expense 
a sso c ia ted  w ith the  issuance i s  re fe rre d  to  as am ortiza tion . This 
process r e s u l ts  in  an appropria te  repo rting  of co sts  re s u ltin g  from 
borrowings and thereby  makes poss ib le  an adequate rep o rtin g  of income. 
Adequate income rep o rtin g  would be im possible i f  any p a r t  o f the in te r e s t  
burden were reported  elsewhere.
U n til the e a r ly  days of th is  centuxy, d iscount was commonly r e ­
garded a s  a c a p i ta l  charge.^ This i s  an undesirable repo rting  p ra c t ic e , 
since in  e f f e c t  i t  i s  equ iva len t to  reducing con tribu ted  c a p ita l  by an 
amount which should  be deducted from earn in g s, and hence re lie v e s  both
-’Restatement and Revision of Accounting Research Bulletins,
Og. C i t . ,  p . 129* -----------------------------
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n e t  income and r e ta in e d  e a rn in g s  o f a p p ro p r ia te  ch a rg es . When t h i s  
became g e n e ra lly  recogn ized  a s  unsound, accoun ting  p r a c t ic e  accep ted  
th e  p rocedure  o f  charging  th e  d isco u n t to  r e ta in e d  ea rn in g s  im m ediately 
upon issu an ce  o f  th e  deb t in s tru m e n ts .^  This p rocedure  lik e w ise  was 
in c o r r e c t ,  because o f th e  d i s to r t i o n  o f  e a rn in g s  t h a t  r e s u l te d .  In  
e sse n c e , p a s t  e a rn in g s  under t h i s  p rocedure  a re  reduced  by an  amount 
s u f f i c i e n t  to  cover th e  unpa id  i n t e r e s t  when i t  becomes due, which i s  
a t  th e  m a tu rity  d a te  o f  th e  d e b t, and i n  a d d it io n  th e  i n t e g r i t y  o f  th e  
income s ta te m e n t i s  d e s tro y ed  s in c e  c u r re n t  i n t e r e s t  expense i s  n o t 
be ing  charged a g a in s t  c u rre n t revenue o f th e  p e r io d  and a  m ismatching 
r e s u l t s .
The p reced in g  a n a ly s is  o f  th e  re p o r tin g  o f d eb t d isc o u n t o r  p re ­
mium in d ic a te s  t h a t  th e  o n ly  accoun ting  p r a c t ic e  w hich ad eq u a te ly  r e ­
p o r ts  i n t e r e s t  expense a s s o c ia te d  w ith  lo n g -te rm  borrow ings i s  one 
which am o rtize s  th e  d isc o u n t o r  premium th rough  th e  i n t e r e s t  expense 
account o v e r th e  o u ts ta n d in g  l i f e  o f th e  is su a n c e . A m ortiza tion  th e r e ­
fo re  m eets th e  requ irem ent o f re p o r t in g  a c c u ra te ly  th e  expense in c u r re d  
by a f irm  a s  a  r e s u l t  o f  borrow ing on a  lo n g -te rm  b a s i s .  I t  can th u s  
be concluded t h a t  th e  a n t ic ip a t io n  o f  th e  t o t a l  income charge o r  c r e d i t  
r e s u l t in g  from th e  issu an ce  o f  deb t a t  a  d isco u n t o r  premium th rough  a  
d e b it  o r  c r e d i t  t o  e i t h e r  c o n tr ib u te d  c a p i ta l  o r  r e ta in e d  ea rn in g s  i n  
th e  y e a r  o f  issu an ce  has no th e o r e t i c a l  j u s t i f i c a t i o n ,  s in c e  bo th  d i s ­
count and premium a re  r e l a te d  to  nom inal i n t e r e s t  payments o f th e  fu tu re  
in  t h a t  th e y  re p re se n t  an  ad ju stm en t o f  i n t e r e s t  to  be in c u r re d .
6Ibid., p. 129.
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V aluation  o f Long-Term Debt
Problems a sso c ia te d  w ith  the  p ro cess  o f accounting  f o r  long-term  
debt revo lve around one major a re a —v a lu a tio n . Minor co n s id e ra tio n s , 
such as th e  balance sh e e t p re se n ta tio n  o f deb t d iscoun t o r  premium a lso  
a r i s e ,  b u t  th e  o ffe r in g  o f  a so lu tio n  to  th e  m ajor a re a  o f  co n ten tio n  
w i l l  sim ultaneously  p rov ide  a  s o lu tio n  to  th e  l e s s  im portan t problem 
a re a s .  The problem o f v a lu a tio n  o f long-term  debt i s  concerned w ith  th e  
determ ination  o f the  amount a t  which to  re p o r t  th e  deb t f o r  balance 
sh ee t pu rposes. The problem o f  v a lu a tio n  can be reso lved  i f  th e  tru e  
burden o f th e  l i a b i l i t y  to  the  i s s u e r  o f th e  long-term  deb t , can. be d e te r ­
mined. I n  regard  to  th e  s iz e  o f th e  burden of th e  d e b t, Paton s ta te s  
th a t  th re e  p o ss ib le  means o f measurement e x is t :
(1) The t o t a l  amount payable by th e  borrower during th e  p e rio d  
covered by the  c o n tra c t.
(2) The amount payable by th e  borrower a t  m a tu r ity .
(3) The a c tu a l  amount rece iv ed  by the  borrow er, a d ju s te d  p e r i ­
o d ic a lly  f o r  the  am o rtiza tio n  o f premium o r  d isc o u n t./
Adoption o f  the  f i r s t  a l te r n a t iv e  would re q u ire  th a t  th e  deb to r 
s t a te  th e  l i a b i l i t y  a t  an amount equal to  the t o t a l  o f  a l l  payments 
he would become o b lig a ted  to  make under term s o f th e  debt c o n tra c t .  In  
the  case o f a  1,000 d o l la r ,  10 y e a r , f iv e  p e rc en t deb t in strum en t f o r  
exanp le , th e  l i a b i l i t y  would be s ta te d  i n  th e  amount o f l,f>QQ d o l la r s ,  
reg a rd le ss  o f  the amount f o r  which th e  o b lig a tio n  was is su e d . Of t h i s  
amount, 1,000 d o lla r s  re p re se n ts  repayment of p r in c ip a l ,  w h ile  the  
rem ainder rep re se n ts  in te r e s t  payments. Recording th e  l i a b i l i t y  a t  t h i s  
amount has a  number o f d e f ic ie n c ie s . In  th e  f i r s t  p la c e , i t  does no t
^W illiam A. Paton , "P re se n ta tio n  o f  Bond D iscoun t,1* The Account- 
ing  Review, H I  (1937), 286. ------------------
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measure the  amount which th e  d eb to r i s  under o b lig a tio n  to  pay cur­
r e n t ly ,  bu t r a th e r  measures the  t o t a l  number o f d o l la r s  th a t  w i l l  be 
p a id  throughout the  ou ts tan d in g  l i f e  o f  th e  is s u e . I t  i s  no t p e rm iss ib le  
to  a n tic ip a te  fu tu re  i n t e r e s t  payments a s  a  l i a b i l i t y  s in ce  i n te r e s t  
accrues over tim e and i s  no t owed u n t i l  tim e has e la p se d . E s ta b lish in g  
a l i a b i l i t y  to  th e  e x te n t o f  1,500 d o l la r s  would in d ic a te  th a t  th e  
borrow er would be w illin g  to  become im m ediately o b lig a te d  to  pay 1,500 
d o l la r s  f o r  on ly  1,000 d o l la r s ,  and th e reb y  in c u r  an  immediate lo s s  o f 
500 d o lla rs .®  R ecognition  o f a  l i a b i l i t y  i n  th e  amount o f 1,500 d o lla r s  
i s  a ls o  u n r e a l i s t i c  s ince  i t  fa ilB  to  g ive reco g n itio n  to  the time 
value  o f money. Payments to  be made during  the  te n th  y e a r o f th e  con­
t r a c t  a re  n o t o f  th e  same magnitude as those  req u ired  during th e  f i r s t  
y e a r , s ince  a sum considerab ly  sm alle r could  be in v e s te d  during th e  f i r s t  
y e a r  and th ereb y  provide a  sum s u f f ic ie n t  f o r  s a t i s f a c t io n  o f amounts 
re q u ir in g  payment during the  f i n a l  y e a r .
The second a l te r n a t iv e —v a lu a tio n  a t  p a r o r m a tu rity  v a lu e—rep re ­
se n ts  th e  u su a l p ra c t ic e  concerning long-term  l i a b i l i t y  measurement.
In  t h i s  s i tu a t io n ,  any d iscoun t r e s u l t in g  from deb t issuance  i s  rep o rte d  
a s  an a s s e t  on th e  balance sh e e t, w hile any premium i s  rep o rte d  a s  a 
l i a b i l i t y  c la s s i f i e d  s e p a ra te ly  from  th e  deb t which gave r i s e  to  the p re ­
mium. The l i a b i l i t y  i s  measured a t  p a r ,  an amount which re p re se n ts  the  
t o t a l i t y  o f fu tu re  payments a n tic ip a te d  under th e  term s o f th e  debt 
c o n tra c t ,  d iscoun ted  to  p re s e n t  w orth  a t  th e  date  o f  issuance  o f th e  
o b lig a tio n  a t  th e  r a te  o f i n t e r e s t  s ta te d  i n  the  d eb t c o n tra c t. This 
method i s  r e a l i s t i c  from th e  s tan d p o in t o f g iv ing  p ro p er rec o g n itio n  to
®Paton, Advanced A ccounting, Op. C i t . , p . 609,
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the  friTwq value o f money, and th e re fo re  i s  a ccep tab le  i n  cases  i n  which 
deb t in strum en ts a re  is su e d  a t  p a r . However, t h i s  method i s  o b jec ­
tio n a b le  when debt i s  is su e d  a t  a  premium o r  a t  a  d isco u n t. When issu e d  
a t  a  d isc o u n t, an  a s s e t  deb t d iscoun t i s  recognized . I f  d isco u n t on 
debt cou ld  be considered  an a s s e t ,  no in ju s t ic e  would a r i s e ,  b u t i t s  
a s s e t  s ta tu s  i s  q u es tio n ab le . The essence o f a s s e ts ,  a s  in d ic a te d  in  
Chapter I I ,  i s  se rv ic e  p o te n t i a l ,  w ith  th e  d e f in i t io n  o f  a s s e ts  embody­
ing  th e  se rv ice  p o te n t ia l  concep t. Debt d isc o u n t, when viewed from  th e  
se rv ice  p o te n t ia l  s ta n d p o in t, i s  c le a r ly  lack in g  o f any fu tu re  b e n e f i t  
to  th e  is su in g  e n te r p r is e .  Since no se rv ice  p o te n t ia l  o r  fu tu re  bene­
f i t  e x i s t s ,  deb t d iscoun t doeB no t q u a lify  as an  a s s e t  from th e  th e o re t ic a l  
s ta n d p o in t.
A fu r th e r  a n a ly s is  o f th e  n a tu re  o f debt d iscoun t may be u se fu l In  
determ ining th e  p ro p er accounting  p re s e n ta tio n  o f  t h i s  item . I t  can 
n o t be considered  an immediate lo s s ,  s in c e , given th e  u su a l r e l a t i v e ly  
s ta b le  o r  m ild ly  f lu c tu a t in g  i n te r e s t  r a t e s ,  soon a f t e r  issuance  th e  
deb t in strum en ts could l ik e ly  be repurchased on th e  open m arket a t  an  
amount le s s  th an  p a r  and perhaps a t  on ly  a s l i g h t ly  sm a lle r d iscoun t 
th an  th a t  r e s u l t in g  from Issu an ce . B ather than  an immediate lo s s ,  the  
d iscoun t rep re se n ts  an  elem ent o f  th e  i n t e r e s t  cost a s so c ia te d  w ith  long­
term  borrow ing, an elem ent which w i l l  be p a id  as a  p a r t  o f p a r  value o f 
the  o b lig a tio n  a t  m a tu rity . I f  deb t i s  o ffe re d  on th e  m arket a t  a r a te  
of. i n t e r e s t  which i s  lower than  th e  going m arket r a te  o f  i n t e r e s t  th e  
debt w i l l  go a t  a  d isc o u n t, because i t  i s  l e s s  va luab le  to  a p u rch ase r 
s in ce  i t  p rov ides an an n u ity  th e  amount o f which i s  l e s s  th an  th a t  
p a id  by a  s im ila r  amount o f deb t bearing  a  h ig h er i n t e r e s t  r a t e .  On 
b a s is  I t  can be argued th a t  d iscoun t i s  a  fu n c tio n  o f th e  i n t e r e s t  r a t e .
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T h e o re tic a lly  the  amount o f the d iscoun t i s  eq u a l to  the  p re se n t value 
o f the  excess o f the  market ra te  of in te r e s t  over the nom inal r a te  o f 
i n t e r e s t  o f the  debt a p p lied  to  the  p a r  o f the  deb t.
Since d iscount can n e ith e r  be construed  a s  an  a s s e t  n o r an immedi­
a te  lo s s ,  only  one o th e r  p o ss ib le  d isp o s itio n  o f the  item  e x is t s .  I t  
must be considered  a l i a b i l i t y  v a lu a tio n  b a lance , an amount to  be de­
ducted from th e  p a r  o f the  o b lig a tio n  in  a r r iv in g  a t  the  tru e  burden o f 
th e  fu tu re  payments to  be made. The deduction  of d iscoun t from p a r  
r e s u l ts  i n  rep o rtin g  th e  l i a b i l i t y  a t  an  amount rep re sen tin g  the  proceeds 
of th e  issu a n c e , which i s  the  t h i r d  a l te rn a t iv e  a v a ila b le  f o r  the  
measurement o f long-term  deb t.
This t h i r d  a l te r n a t iv e  method, va lu ing  long-term  deb t a t  issuance 
p r ic e  p lu s o r  minus p e r io d ic  am o rtiz a tio n , i s  th e  only method which 
has no se rio u s  o b je c tio n s . This method p re se n ts  d iscoun t a s  a  deduction 
from th e  p a r o f th e  o b lig a tio n  and premium as an a d d itio n  to  p a r ,  th e re ­
by s ta t in g  th e  l i a b i l i t y  a t  d iscounted  “v a lu e ,” At the  date  o f issu an ce , 
t h i s  r e s u l ts  in  s ta t in g  the  l i a b i l i t y  a t  the  amount borrowed, w ith  d is ­
count o r premium a m o rtiza tio n  b rin g in g  the  amount o f th e  l i a b i l i t y  to  
p a r  value a t  m atu rity  d a te .
Paton p re se n ts  th e  fo llow ing  argument i n  support o f t h i s  method o f 
long-term  l i a b i l i t y  v a lu a tio n :
“The e f fe c t iv e  l i a b i l i t y  a t  th e  o u tse t i s  the  a c tu a l  
amount rece iv ed  from th e  in v e s to r . This conclusion  i s  
obviously  reasonab le ; i n  a  commonplace and supposedly 
eq u itab le  tra n s a c tio n  i t  i s  to  be expected th a t  the  immedi­
a te  o b lig a tio n  in cu rre d  by the  borrow er w i l l  be n e ith e r  more 
nor le s s  than  the  amount o f money o r  eq u iv a len t ob tained .
I t  a ls o  lead s d i r e c t ly  to  a  sound program o f . . .a m o r t iz a -  
t i o n . . , .  A t a l l  in te r im  p o in ts  the  l i a b i l i t y  i s  the  sum 
o f th e  o r ig in a l  o b lig a tio n  and th e  accuaaila tion  to  date  
o f th a t  p o r tio n  o f th e  in te r e s t  element which i s  re ta in e d
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u n t i l  m a tu rity . T his trea tm en t invo lves no padding o f 
a s s e ts  o r  charging o f f  o f f a n c i f u l  lo s s e s . 9
Sprouse, and Moonitz reach  th e  same conclusion  in  reg a rd  to  th e  
p roper method o f  v a lu a tio n  o f long-term  l i a b i l i t i e s ,  and s t a t e  t h e i r  
conclusion  a s  fo llo w s: " . . . i n  the  case o f  long-term  d e b t, th e  l i a b i l i t y
i s  p ro p e rly  measured by th e  p re se n t (d iscoun ted ) va lue  o f  a l l  fu tu re  
payments to  be made under th e  c o n t r a c t . . . .  O rd in a r ily  th e  p e r t in e n t  
r a te  o f i n t e r e s t  f o r  determ ining p re s e n t  value i s  th e  y ie ld  r a te  o f 
i n t e r e s t  a t  th e  date  o f  i s s u a n c e . " ^
One m ajor argument i s  advanced a g a in s t  t h i s  method o f m easuring 
long-term  d e b t. I t  i s  sometimes contended th a t  th e  t r u e  le g a l  l i a b i l i t y  
invo lved  i s  th e  fac e  va lue  o f th e  d e b t, s in ce  t h i s  i s  the  amount which 
would presum ably become payable i n  even t of d e fa u l t .^ *  In c lu s io n  o f 
premium o r  d isco u n t i n  va lu ing  the  d e b t, i t  i s  argued , r e s u l t s  in  th e  
m isstatem ent o f the  l i a b i l i t y .  I t  i s  tru e  t h a t  i n  event o f  d e fa u l t ,  
p a r  o f  th e  o b lig a tio n  re p re se n ts  th e  e x te n t  o f th e  c la im  o f c re d i to r s  
a g a in s t  the is su in g  f irm . However, from  th e  s ta n d p o in t o f e n te rp r is e  
c o n tin u ity  and th e  emphasis which i s  p laced  upon t h i s  a sp e c t o f accoun t­
in g , t h i s  argument lo se s  much o f  i t s  s ig n if ic a n c e . The argument i s  
v a l id ,  b u t  i t  i s  o f l i t t l e  s ig n if ic a n c e  s in ce  accounting  p r in c ip le s  and 
p rocedures a re  developed and a p p lie d  p r im a r ily  from  th e  s ta n d p o in t o f  
c o n tin u ity  o f l i f e  r a th e r  th an  inso lvency  and l iq u id a t io n .
^ Ib id . ,  p .  610.
102e- !££•> p* 39.
^ A ccountants1 Handbook. 0£ . C i t . ,  p . 20-15.
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C u rren t M arket Value o f  Debt
In  a d d i t io n  to  th e  th re e  methods su g g ested  by  P a to n , a n o th e r  means 
o f  measurement m ight be u se d . Long-term  deb t cou ld  be s t a t e d  a t  c u r­
r e n t  m arket v a lu e , a s  determ ined  by m arket r a t e s  o f  i n t e r e s t .
Measurement o f  lo n g -te rm  deb t a t  c u r re n t  m arket v a lu e  would r e ­
s u l t  i n  an  amount which would f lu c tu a te  a s  m arket r a t e s  o f i n t e r e s t  
changed o v e r t im e . A t th e  d a te  o f is su a n c e  o f d e b t, is su a n c e  p r ic e  i s  
e q u iv a le n t  to  c u r re n t  m arket v a lu e , and hence no problem  would a r i s e  
a t  t h a t  d a te ,  s in c e  th e  amount of premium o r  d isc o u n t a s  u s u a l ly  com­
p u ted  i s  th e  same a s  t h a t  e x is t in g  i f  c u rre n t  m arket v a lu e  i s  to  be 
u sed  a s  a  b a s i s  f o r  v a lu a t io n .  F u rtherm ore , an  amount b ased  on th e  
c u r r e n t  m arket method would a ls o  approach  p a r  a s  th e  amount o f tim e 
rem aining  b e fo re  m a tu r ity  i s  d im in ish ed , s in c e  th e  fo rc e  o f  i n t e r e s t  
becomes r e l a t i v e l y  l e s s  s ig n i f i c a n t  a s  m a tu r ity  ap p ro ach es. I f  i n t e r e s t  
r a t e s  were f ix e d ,  v a lu a t io n  a t  c u r r e n t  m arket v a lu e  would be s a t i s f a c to r y ,  
s in c e  th e  g ra d u a l app roach  to  p a r  a s  th e  tim e to  m a tu r ity  i s  reduced 
would r e s u l t  i n  charg ing  o r  c r e d i t in g  i n t e r e s t  expense w ith  an  adequate 
amount o f a m o r t iz a tio n . However, because i n t e r e s t  r a t e s  no rm ally  do 
f l u c t u a t e ,  th e  m arket v a lu e  o f  th e  d eb t cou ld  change s i g n i f i c a n t l y  and 
th e re b y  p r e s e n t  problem s o f  l i a b i l i t y  v a lu a tio n  and  income determ ina­
t io n .
There a r e  a  number o f  rea so n s  why t h i s  method o f  l i a b i l i t y  v a lu ­
a t io n  has n o t  ach iev ed  a c c e p ta n c e . Of p rim ary  s ig n if ic a n c e  i s  th e  f a c t  
t h a t  an a p p ro p r ia te  m atching o f  revenue w ith  c o s ts  in c u r re d  may n o t 
r e s u l t  under t h i s  p ro ce d u re , p a r t i c u l a r l y  i n  s i tu a t io n s  i n  which 
i n t e r e s t  r a t e s  f l u c t u a t e .  The c u r r e n t  m arket v a lu e  o f  d eb t may e i t h e r  
r i s e  o r  f a l l  a s  i n t e r e s t  r a t e s  change, w ith  th e  r e s u l t  t h a t  a m o r tiz a tio n
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could  be e i t h e r  a  p o s i t iv e  o r  n e g a tiv e  charge to  i n t e r e s t  expense.
Charges to  i n t e r e s t  expense i n  th ese  c irc u its ta n ce s  would n o t be m easures 
o f  c o s t  in c u rre d , b u t  in s te a d  would be in d ic a t io n s  o f  o p p o rtu n ity  c o s ts  
in v o lv ed . As in d ic a te d  e a r l i e r ,  o p p o rtu n ity  c o s ts  may be re le v a n t  and 
u s e fu l  in  soire decision-m aking c ircu m stan ces, such a s  i n  th e  determ ina­
t io n  o f c o s ts  o f c a p i ta l  o r  i n  re fund ing  d e c is io n s , b u t  a re  i r r e l e v a n t  
i n  stew ardsh ip  accoun ting  where an  adequate m atching o f revenue and 
c o s t  in c u rre d  i s  re q u ire d .
In  a d d it io n ,  from  th e  going concern s ta n d p o in t m arket va lue  o f 
d eb t i s  i n s ig n i f i c a n t ,  s in c e  i t  i s  assumed deb t w i l l  be r e t i r e d  on 
schedule a s  repayment d a te s  a r r iv e .  Furtherm ore, a s  concluded in  th e  
e v a lu a tio n  o f  c u rre n t c o s t  a s  a  means o f  f ix e d  a s s e t  measurement, 
measurement o f  a s s e t s  f o r  ba lan ce  sh e e t purposes i s  p r im a r ily  a  showing 
o f  th e  e x te n t to  which c o s t  i s  unam ortized . C onsistency th u s  re q u ire s  
a  s im ila r  method o f  measurement f o r  long-term  d e b t, i n  which case  un- 
am ortized  c o s t  re p re se n ts  th e  unam ortized  p o r t io n  o f  premium o r  d is ­
count recogn ized  a t  d a te  o f issu a n c e .
C onclusion
A s ig n i f ic a n t  problem  a s s o c ia te d  w ith  the  accoun ting  f o r  long­
term  debt i s  t h a t  o f v a lu a tio n . The b e s t  method o f v a lu a tio n , from  th e  
s ta n d p o in t o f  th e o r e t i c a l  soundness, i s  a t  an amount equal to  th e  p ro ­
ceeds a t  issu an ce  o f  the  d eb t p lu s  o r  minus a m o rtiz a tio n  o f  premium o r  
d isco u n t accum ulated to  d a te .
The c u r r e n t ly  accep ted  p ra c t ic e  i n  accoun ting  i n  reg a rd  to  p r e s ­
e n ta t io n  of lo n g -te rm  d eb t i s  to  re p o r t  d isco u n t a s  a  f ix e d  a s s e t ,  
w ith in  th e  d e fe rre d  charge s u b c la s s i f ic a t io n ,  and to  r e p o r t  th e  l i a b i l i t y
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a t  p a r . Unamortized d isco u n t i s  i n  no sense an  a s s e t ;  s in c e  no s e rv ic e  
p o te n t i a l  o r  fu tu re  economic b e n e f i t  i s  in h e re n t  in  t h i s  e lem ent.
In s te a d ;  th e  d isco u n t re p re se n ts  a  p a r t  o f th e  t o t a l  o f  i n t e r e s t  c o s t 
r e s u l t in g  from  th e  borrowings t h a t  p a r t  o f  e f f e c t iv e  i n t e r e s t  which 
rem ains u n p a id  by th e  borrow er u n t i l  th e  m a tu rity  o f th e  d e b t.
Premium r e s u l t in g  from  lo n g -te rm  deb t issu a n c e  i s  frequen tly - 
p re se n te d  a s  a l i a b i l i t y - ;  b u t  s e p a ra te  from  th e  d eb t issu an ce  which 
gave r i s e  to  the  premium. A premium has no c h a r a c te r i s t i c s  which 
d i f f e r e n t i a t e  i t  from th e  rem ainder o f  th e  lo n g -te rm  d e b t, s in c e  i t  
i s  an  i n t e g r a l  p a r t  o f th e  p roceeds r e a l iz e d  upon issu an ce  o f  th e  deb t 
in s tru m e n ts . I t  i s  re p a id  a s  a  p a r t  o f  p e r io d ic  i n t e r e s t  th roughou t 
th e  l i f e  o f  th e  c o n tra c t and th e re fo re  i s  a s  much a  p a r t  o f th e  long ­
term  d eb t a s  i s  th e  m a tu r ity  v a lu e .
M easuring long-te rm  l i a b i l i t i e s  a t  p roceeds a t  issu an ce  a d ju s te d  
f o r  premium o r  d isco u n t a m o rtiz a tio n  r e s u l t s  i n  th e  re p o r tin g  o f  deb t 
a t  an  amount e q u a l to  th e  a n t ic ip a te d  stream  o f cash  d isbursem ents 
d isco u n ted  to  p re s e n t  v a lu e  through th e  a p p lic a t io n  o f  the  e f f e c t iv e  
r a t e  o f  i n t e r e s t .  The s e r i e s  o f  fu tu re  cash  d isbursem ents embodied 
in  th e  lo n g -te rm  d eb t re p o rte d  on th e  ba lance  s h e e t  c o n s is ts  o f  p e r io d ic  
i n t e r e s t  payments re q u ire d  during  th e  l i f e  o f  th e  d eb t p lu s  th e  f i n a l  
p r in c ip a l  payment a t  m a tu r ity . Long-term  l i a b i l i t y  re p o r tin g  i s  th u s 
e s s e n t ia l l y  a  p rocess o f  a n t ic ip a t in g  and re p o r t in g  known fu tu r e  cash 
d isbursem ents r e s u l t in g  from long -te rm  borrow ing. The a n t ic ip a t io n  o f  
d isc o u n t o r  premium r e s u l t in g  from  d e b t issu an ce  a s  an income charge 
o r  c r e d i t  i n  th e  y e a r  o f  issu an ce  cannot be  th e o r e t i c a l ly  j u s t i f i e d ,  s in c e  
d isc o u n t o r  premium, a s  a  fu n c tio n  o f th e  nom inal i n t e r e s t  r a t e ,  r e ­
q u ire  p e r io d ic  a m o rtiz a tio n  f o r  th e  purpose o f  ach iev in g  an  adequate 
m atching o f  revenue and expence.
CHAPTER TO 
SUMMARY AND CONCLUSIONS
A ntic ipation  in  a general context re fe rs  to  p red ic tion  o r  expecta­
t io n , and requ ires foreknowledge of an event o r some preconception by 
the an tic ip a to r*  The meaning of the term in  an accounting frame of 
reference i s  more r e s t r i c t iv e ,  re fe rr in g  to  expectations th a t  a re  
given recognition  in  the  accounts of the  firm* As used in  th is  study, 
a n tic ip a tio n  i s  app lied  to  expectations in  regard  to  a s s e t  and l i a b i l i t y  
recognition  and valuation  fo r  f in a n c ia l  reporting  purposes. The c e n tra l 
problem of th is  study i s  thus to  determine i f  a n tic ip a tio n  does assume 
any sign ificance  in  the process o f accounting fo r  a sse ts  and l i a b i l i ­
t i e s .
Contrary to  the popular opinion th a t a n tic ip a tio n s  should be
avoided by accountants, the r e s u lts  o f th is  study lead  to  the con-
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elusion  th a t  the process of a n tic ip a tio n  plays a very v i t a l  ro le  through­
out the e n tire  process of accounting fo r  a sse ts  and l i a b i l i t i e s .  On 
th is  b a s is ,  i t  i s  concluded th a t a n tic ip a tio n  i s  a  necessary p a r t  of the 
body o f theory th a t  underlies the process of accounting.
A ntic ipation  forms an e s se n tia l  basis  fo r  a s se t accounting. A ssets 
are  economic in  n a tu re , and can be defined as r ig h ts  a firm  possesses 
which might provide a fu tu re  economic b e n e f i t .  This d e f in it io n  in d i­
ca tes the th ree  e s s e n tia l  elements o r c h a ra c te r is tic s  an item  must 
possess i f  i t  i s  to  be included among a f irm ’s a s se ts . F i r s t ,  a s se t
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e x is te n c e  depends upon a r i g h t  o r  p r iv i l e g e ,  r a th e r  th an  a  p h y s ic a l  
c h a r a c t e r i s t i c .  A sse ts  a re  bund les o f  r i g h t s ,  b e ing  fundam en ta lly  
i d e n t i c a l .  Secondly , th e  r ig h t s  embodied i n  a s s e t s  a re  p ro p e r ty  o f  a  
s p e c i f ic  a cc o u n tin g  e n t i t y .  Legal t i t l e  to  p h y s ic a l  p ro p e r ty  i t s e l f  
i s  n o t n e c e ssa ry  f o r  a s s e t  r e c o g n it io n , b u t  th e  r i g h t s  embodied i n  th e  
p ro p e r ty  must l e g a l ly  belong  to  th e  e n t i t y  i f  th e  e n t i t y  i s  to  recog­
n iz e  an a s s e t .  F in a l ly ,  an item  m ust p ro v id e  fu tu re  economic b e n e f i t  
i f  i t  i s  to  be c l a s s i f i e d  a s  an  a s s e t .  T h is in d ic a te s  t h a t  th e  s e rv ic e s  
to  be  r e a l iz e d  th ro u g h  a s s e t  u t i l i z a t i o n  a re  sc a rc e  and th u s  p o sse ss  
some v a lu e .
The essence  o f  a s s e t s ,  a s  b ased  on th e  p reced in g  c o n cep t, l i e s  i n  
th e  a b i l i t y  o f  item s to  p ro v id e  fu tu re  s e r v ic e s .  A l l  a s s e t s  a re  bund les 
o f  s e rv ic e  p o t e n t i a l  and th e r e f o re  a re  fu n d am en ta lly  i d e n t i c a l ,  re g a rd ­
l e s s  o f  g e n e ra l ly  a c c e p te d  b a la n ce  s h e e t  c l a s s i f i c a t i o n s .
The f u tu r e  i s  o f  p rim ary  s ig n if ic a n c e  f o r  a s s e t  r e c o g n i t io n , s in c e  
a s s e t s  r e p re s e n t  an  a n t ic ip a te d  flow  o f  s e rv ic e s  to  be  r e a l iz e d  in  th e  
fu tu r e  b y  th e  acco u n tin g  e n t i t y  which p o sse s se s  th e  a s s e t .  S ince an­
t i c i p a t i o n  and th e  fu tu r e  a re  o f  imm ediate s ig n if ic a n c e  i n  a s s e t  
e x is te n c e ,  th e  e x is te n c e  i s  s u b je c t  to  some degree o f  u n c e r ta in ty .
The degree  o f  u n c e r ta in ty  may v a ry  from n e g l ig ib le ,  a s  i n  th e  case  o f  
in su re d  bank d e p o s i ts ,  to  c o n s id e ra b le , a s  i n  th e  case  o f  in ta n g ib le s  
s u b je c t  to  a  h ig h  r a t e  o f  su p e rse s s io n . N e v e r th e le s s , th e  a n t ic ip a te d  
s e rv ic e s  embodied in  th e  a s s e t  must be v a lu ed  i n  terras o f  th e  m onetary 
u n i t  and e n te re d  i n  th e  a cco u n ts  o f  th e  f i rm .
A sse t r e c o g n itio n  i s  n o t  dependent upon l e g a l  t i t l e  o r  p lq rs ic a l 
c h a r a c t e r i s t i c s ,  b u t  does depend upon th e  e x is te n c e  o f  r i g h t s  o f  th e  
f i rm  to  f u tu r e  economic b e n e f i t .  Due to  th e  f a c t  t h a t  u n c e r ta in ty
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e x is ts  in  the  economic system, th e  fu tu re  economic b e n e f i ts  embodied 
in  a s s e ts  a re  n o t guaranteed, bu t a re  p r im a r ily  of a  p ro sp ec tiv e  
n a tu re . Since th ey  a re  p ro spec tive  ra th e r  than  a b so lu te , i t  i s  ev iden t 
th a t  a n tic ip a tio n  assumes a  necessary  ro le  i n  the  p rocess o f a s s e t  
reco g n itio n .
A sse ts , a s  a s u b s ta n t ia l  element of the  su b jec t m a tte r  o f account­
in g , must be reduced to  an a rra y  o f d o lla r  amounts as a  means of p ro ­
v id ing  a  comnon denominator fo r  th e  purpose of expressing  d iv erse  
item s homogeneously. The problem of measurement, o r  determ ining the  
d o lla r  amounts a t  which to  record  th e  various a s s e t  item s, i s  one of 
th e  c e n tra l  questions o f accounting f o r  a s s e t s .  The essence o f the  
problem o f a s s e t  measurement i s  to  determ ine whether c o s t o r  value should 
serve as a b a s is  fo r  measurement.
Cost, a s  used in  an accounting framework, re fe r s  to  the  bargained  
p r ic e  o f  a s s e ts  acq u ired , a  p r ic e  re su ltin g  from armfs - le n g th  dealings 
by independent p a r t i e s .  Cost i s  thus a  measurement o f cash o r  i t s  
equ iva len t given in  exchange f o r  ano ther a s s e t .  Market p r ic e s  o r  in ­
dependent a p p ra isa ls  w i l l  be determ inants o f c o s t in  s i tu a t io n s  in  which 
a s s e ts  o th e r  than  cash a re  obtained  by g i f t  o r  o th er means which do n o t 
r e s u l t  in  the  estab lishm ent o f a  bargained  p r ic e .  In  i t s  w idest a p p li­
c a tio n  to  accounting theo ry , co s t inc ludes any a s s e t  o u tlay s  o r  l i a b i l i t y  
incurrences necessary  f o r  the  genera tion  of revenue, o r  any o u tlay  in ­
curred  fo r  the  purpose o f fu r th e r in g  business o b je c tiv e s . The term c o s t 
i s  more narrowly defined , however, when i t  i s  used in  reference  to  th e  
a c q u is i tio n  of a s s e ts ,  and inc ludes a l l  o u tlay s  necessary  fo r  acqu iring  
a s s e ts  and p lac ing  them in  a  p o s it io n  to  serve th e  purposes f o r  which 
they were acquired* The elem ents included  in  cost a re  measured by th e
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amount of the  cash  p a id  i n  a  cash  tr a n s a c t io n ,  w hile  in  a c r e d i t  t r a n s ­
a c t io n  co st i s  th e  amount o f  cash th a t  would be re q u ire d  to  im m ediately 
d ischarge  th e  l i a b i l i t y  assumed. Since c o s t i n  com petitive  s i tu a t io n s  
re p re se n ts  a s a c r i f i c e  o f  v a lu e s , i t  c o n s t i tu te s  a dependable b a s is  f o r  
a s s e t  re c o g n itio n .
The term  value a s  used in  accounting  l i t e r a t u r e  has th re e  meanings 
a s so c ia te d  w ith  i t .  A concep tual d e f in i t io n  s t a te s  t h a t  value i s  th e  
p re s e n t w orth o f a l l  f u tu r e  n e t  proceeds to  be derived  from  a s s e t  u t i l i ­
z a tio n . Value in  t h i s  sense can on ly  be computed i f  th e  owner o f th e  
a s s e t  to  be valued  has complete in fo rm ation  concerning fu tu re  a s s e t  in ­
flow s and outflow s r e s u l t in g  from a s s e t  u se . The in fo rm atio n  which th e  
owner o f th e  a s s e t  must have c o n s is ts  o f th re e  elem ents:
(1) The cash  v a lu e  o f s e rv ic e s  which th e  a s s e t  w i l l  provide and 
the  d a tes  on which th e se  se rv ic e s  w i l l  be r e a l iz e d ;
(2) The complementary o u tla y s  re q u ire d  f o r  r e a l is a t io n  o f s e r ­
v ices  p rov ided  by th e  a s s e t ;
(3) The re s id u a l  o r  scrap  value o f  th e  a s s e t  a t  th e  end o f  i t s  
economic l i f e .
The value  o f th e  a s s e t  to  i t s  owner a t  any p o in t  in  tim e i s  th e  
p re s e n t value o f th e  fu tu re  s e r ie s  o f n e t  p roceeds , based on an appro­
p r i a t e  r a te  o f  d iscount* V aluation  based  on th i s  procedure f i t s  in to  
th e  th e o r e t ic a l  framework o f  accounting  s ince  i t  p ro v id es an in s ig h t  
in to  a s s e t  measurement tech n iq u es, even though i t  i s  n o t p re c is e  enough 
to  be u s e fu l  a s  a  means o f  a s s e t  v a lu a tio n , s in ce  i n  a c tu a l i ty  too  g re a t  
a degree o f  u n c e r ta in ty  surrounds a s s e t  u t i l i z a t i o n  p ro je c tio n s .
The rem aining two d e f in i t io n s  o f va lue a re  more n e a r ly  based  on 
observable m arket d a ta  and th e re fo re  a re  more f re q u e n tly  u t i l i z e d  in  
accounting  p re s e n ta tio n s . The f i r s t  o f  th e s e , a s  i t  i s  used  in
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accounting, s ig n if ie s  the amount a t  which an a s s e t  i s  s ta te d  in  accord­
ance w ith  genera lly  accepted accounting p r in c ip le s  .  Value in  th is  
sense genera lly  rep resen ts  c o s t, and i s  th e re fo re  re fe rre d  to  as cost 
value. A f in a l  concept o f value i s  regarded as the  amount o f cash a 
w illin g  purchaser would l ik e ly  pay a w illin g  s e l l e r  fo r  a  sp e c if ic  
a s s e t .  Value in  th is  sense i s  synonymous w ith  cu rren t worth, o r  cu r­
re n t  market value.
Another major aspect involved in  the rep o rtin g  o f a s s e ts ,  in  
ad d itio n  to the problem of measurement, i s  the a p p lic a tio n  o f an 
app rop ria te  method of c la s s i f ic a t io n .  C la s s if ic a tio n  re fe rs  to  the 
grouping of a s se ts  according to  th e i r  na tu res as a  means o f giving 
adequate expression  of th e i r  n a tu re s , a  process which i s  necessary  
to  show mutual in te r re la t io n s  and proper dependence, both of which 
a re  requ ired  fo r  an in te l l ig e n t  in te rp re ta t io n  o f the  balance sh e e t.
Function dominates the s ig n ifican ce  of a s s e ts ,  and fo r  th is  reason 
a fu n c tio n a l c la s s if ic a t io n  of a s se ts  i s  p re fe rred . Two major c la s s i ­
f ic a tio n s  of a s se ts  a re  re q u ire d -c u r re n t and p la n t ,  o r  f ix e d . Current 
a s se ts  a re  requ ired  fo r  th e  f a c i l i t a t in g  o f opera tions , and rep resen t 
the  re la t iv e ly  sh o rt- liv e d  item s upon which the sp e c ia lise d  se rv ice s  
of p la n t  and equipment a s s e ts  a re  performed. P lan t and equipment 
a s s e ts  a re  those th a t  a re  requ ired  f o r  the  p hysica l operation  o f the 
b u sin ess , and perform  a r e p e t i t iv e  fu nc tion  over a r e la t iv e ly  long period  
of tim e. Current a s se ts  a re  necessary f o r  the  purpose of absorbing the 
se rv ice  p o te n t ia l  embodied in  p la n t a sse ts  as a  means of increasing  in  
value and a c c e p ta b il ity . Current and p la n t a s se ts  working in  conjunction 
a re  e s s e n t ia l  fo r  business opera tion  and success, fo r  only i f  these  
c la s s if ic a t io n s  of a s s e ts  e x is t  i n  the proper p roportions can a firm
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fu n c t io n  s u c c e s s f u l ly  and th e re b y  c o n tin u e  o p e ra tin g  f o r  an  i n d e f i n i t e  
p e r io d  o f  t im e .
A n t ic ip a t io n  i s  e v id e n t i n  o th e r  a r e a s  o f  a s s e t  a cc o u n tin g  a s  w e l l  
a s  i n  a s s e t  r e c o g n i t io n  p ro c e d u re s . C o n sid erin g  a s s e t  c l a s s i f i c a t i o n  
p ro c e d u re s , f o r  exam ple, i f  an  a s s e t  i s  c l a s s i f i e d  a s  c u r r e n t ,  i t  i s  
a n t i c ip a te d  t h a t  th e  economic b e n e f i t s  in h e r e n t  in  th e  a s s e t  w i l l  be 
r e a l i z e d  d u rin g  a  r e l a t i v e l y  s h o r t  p e r io d  o f  tim e —th e  o p e ra tin g  c y c le .  
C o n v e r t ib i l i ty  o f  a s s e t s  i s  a  m ajo r c r i t e r i o n  f o r  c u r r e n t  c l a s s i f i c a ­
t io n .  T h e re fo re , w henever an  a s s e t  i s  c l a s s i f i e d  a s  c u r r e n t ,  i t  must 
be  a n t i c ip a te d  t h a t  co n v ers io n  w i l l  o c cu r w i th in  a  d e te rm in a b le  p e r io d  
o f  t im e . A n t ic ip a t io n  th u s  assum es a  d u a l r o l e  i n  c u r r e n t  a s s e t  re c o g ­
n i t i o n .  F i r s t ,  th e  e x is te n c e  o f  s e rv ic e  p o t e n t i a l  m ust be  a n t i c ip a te d ,  
and se c o n d ly , th e  tim e  p e r io d  i n  w hich s e rv ic e  p o t e n t i a l  r e a l i z a t i o n  
w i l l  o c cu r a s  a  r e s u l t  o f  co n v e rs io n  o f  th e  a s s e t  m ust be  a n t ic ip a te d .
Not o n ly  does a n t i c i p a t i o n  p la y  a  r o le  i n  c u r r e n t  a s s e t  re c o g n i­
t i o n ,  b u t  i t  a l s o  assum es s ig n i f ic a n c e  i n  c u r r e n t  a s s e t  v a lu a t io n .  I n  
s i t u a t i o n s  i n  w hich c a s h - r e a l i z a b le  v a lu e  i s  l e s s  th an  c o s t  o f  c u r r e n t  
a s s e t s ,  c a s h - r e a l iz a b le  v a lu e  i s  u se d  a s  th e  b a s i s  f o r  v a lu a t io n ,  t h e r e ­
by  g iv in g  r e c o g n i t io n  to  a n t i c ip a te d  lo s s e s .  Any lo s s e s  w hich nay 
develop  a s  a  r e s u l t  o f  u n c o l le c t ib le  r e c e iv a b le s ,  m arket d e c l in e s  o f  
s h o r t - te rm  in v e s tm e n ts , o r  d e c l in e s  i n  th e  r e a l iz a b le  v a lu e  o f  in v en ­
t o r i e s  o f  m erchand ise , a re  a n t i c ip a te d  and c o n seq u en tly  rec o g n ize d  
p r i o r  to  a c tu a l  r e a l i z a t i o n  o f  th e  lo s s  th ro u g h  d i s p o s i t io n  o f  th e  a s s e t .
S o lvency , a s  in d ic a te d  b y  th e  a lg e b r a ic  r e l a t io n s h ip  t h a t  e x i s t s  
betw een c u r r e n t  a s s e t s  and c u r r e n t  l i a b i l i t i e s  o f  a  f i r m ,  i s  o f  s i g n i f i ­
c a n c e , f o r  upon I t s  adequacy depends th e  c a p a c i ty  o f  th e  f i rm  to  c a r ry  
on e f f e c t iv e  o p e ra t io n s  and a ls o  th e  a b i l i t y  o f th e  f i r m  to  su rv iv e
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periods rinr'ing which lo sse s  a re  in cu rre d . Solvency’s prim ary d e te r ­
minant , l iq u id i ty ,  depends upon the  c o n v e r t ib i l i ty  o f c u rre n t a s s e ts ,  
o r  the  a b i l i ty  o f c u rre n t a s s e ts  to  be converted, to  o th e r  forms during 
the  o p era tin g  cycle o f a firm . L iq u id ity  thus developed r e s u l ts  in  the 
growth of working c a p i ta l  and a re s u l tin g  improvement in  the  sh o r t­
term  solvency of the  firm .
(hie s ig n if ic a n t  problem a sso c ia te d  w ith  accounting fo r  f ix e d  a s s e ts  
i s  th a t  o f v a lu a tio n . V aluation o f f ix e d  a s s e ts  r e fe r s  to  the  s e le c tio n  
o f a  s e t  o f procedures to  apply  in  reducing f ix e d  a s s e ts  to  an a rra y  o f 
monetary amounts, a p rocess which i s  necessary  in  o rder to  combine 
heterogeneous tan g ib le  and in ta n g ib le  a s s e t s .  The b a s is  o f v a lu a tio n  of 
f ix e d  a s s e ts  i s  p re fe ra b ly  c o s t ,  which in c lu d es a l l  o u tlay s re q u ire d  fo r  
acq u irin g  a s s e ts  and p reparing  them f o r  u t i l i z a t i o n .
The c o s t concept i s  w e ll e s ta b lish e d  in  accounting d o c trin e  f o r  a  
number o f reasons. I t  approxim ates f a i r  value a t  date  o f exchange; i t  
i s  a  measure o f stew ardship re s p o n s ib i l i ty ;  i t  i s  b a s ic  to  the  matching 
p rocess ; and i t  i s  a ls o  r e a l i s t i c  from the s tan d p o in t o f e n te rp r is e  
c o n tin u ity . I t  must th e re fo re  be concluded th a t  the  a n tic ip a tio n  o f 
f ix e d  a s s e t  values in  excess o f o r ig in a l  c o s t  I s  no t ap p ro p ria te  to  
accounting p ra c t ic e .  S im ila r ly , a n tic ip a tio n  o f  f ix e d  a s s e t  value de­
c lin e s  i s  n o t ap p ro p ria te , except In  unusual c ase s , such as those in  
which damage o r  unexpected obsolescence has occurred.
A second s ig n if ic a n t  problem a sso c ia te d  w ith  f ix e d  a s s e t  account­
ing i s  th a t  o f determ ining the p roper amount of th e  p e rio d ic  charge to  
d e p rec ia tio n  expense. Since p la n t  and equipment item s, in  e f f e c t ,  rep­
re s e n t long-term  prepayments, i t  i s  necessary  to  a l lo c a te  the  prepayment 
to  tim e periods which u t i l i z e  th e  se rv ice  p o te n t ia l  o f a s s e ts .  This
175
p ro ce ss  o f a l lo c a t in g  c o s t o f a s s e t s  to  time p e rio d s  i s  r e f e r r e d  to  a s  
d e p re c ia tio n . D ep rec ia tio n  m easures th e  red u c tio n  in  se rv ic e s  th a t  a 
d e p re c ia b le  a s s e t  w i l l  p rov ide  to  fu tu re  o p e ra tin g  p e r io d s .
A n tic ip a tio n  ho lds an im p o rtan t p o s i t io n  in  th e  d e p re c ia tio n  con­
c e p t. F i r s t ,  on ly  a  p a r t  o f  th e  c o s t  o f  a  f ix e d  a s s e t  i s  a l lo c a te d  to  
expense each p e r io d , ev idencing  the  e x p e c ta tio n  t h a t  th e  fu tu r e  w i l l  
u t i l i z e  a  p o r t io n  o f th e  a s s e t  se rv ic e  p o te n t i a l .  I f  t h i s  were n o t the  
c a se , d e p re c ia tio n  charges would be c o n s id e ra b ly  la r g e r  and more i r ­
r e g u la r .  Secondly, sa lvage  v a lu es  o f  d e p re c ia b le  a s s e ts  a re  a n t ic ip a te d ,  
n o t  a s  p e r io d ic  revenue, b u t in s te a d  a s  o f f s e t s  to  th e  t o t a l  c o s t 
a l lo c a t io n .  As a r e s u l t ,  t o t a l  d e p re c ia tio n  expense re p re se n ts  a n e t  
f ig u r e —th e  excess o f t o t a l  c o s t  a l lo c a t io n  over a n t ic ip a te d  sa lvage  
v a lu e .
As in d ic a te d  e a r l i e r ,  i t  can be concluded th a t  a s s e ts  a re  economic 
in  n a tu re  s in c e  th ey  re p re se n t  th e  embodiment o f f u tu r e  se rv ic e  p o te n t ia l .  
L i a b i l i t i e s ,  however, a re  considered  to  be l e g a l i s t i c  in  n a tu re . l i a b i l i ­
t i e s ,  i f  d e fin e d  in  term s o f t h e i r  economic n a tu re ,  would in c lu d e  a l l  
fo re se e a b le  cash  o u tla y s  o r  conmitments o f  th e  f irm , re g a rd le s s  o f  le g a l  
e x is te n c e  o r  s ig n if ic a n c e  o f th e  a n t ic ip a te d  o u t la y s .  An economic 
concept o f  l i a b i l i t i e s  would re q u ire  l i a b i l i t y  re c o g n itio n  whenever 
f irm  management a n t ic ip a te d  th a t  a  fu tu r e  cash  o u tla y  would be req u ire d  
to  a t t r a c t  f a c to r s  o f  p ro d u c tio n . An economic concept o f  l i a b i l i t i e s  
i s  n o t a c c e p ta b le  from  th e  s ta n d p o in t o f accoun ting  o b je c t iv i ty ,  s in c e  
a n t ic ip a te d  l i a b i l i t i e s  a re  n o t s u f f i c i e n t ly  o b je c tiv e  and v e r i f i a b le  
to  w a rran t re c o g n itio n . S im ila r ly ,  no l i a b i l i t y  can be recogn ized  u n t i l  
an a s s e t  e x is t s  and i s  m easurab le , and t h i s  would n o t be th e  case  i n  
s i tu a t io n s  i n  which l i a b i l i t i e s  t h a t  a re  o n ly  economic i n  n a tu re  a re
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recognized. F in a lly , from the standpoint of balance sheet u t i l i t y  the 
recognition  of l i a b i l i t i e s  p r io r  to  th e i r  le g a l existence i s  not ap­
p ro p ria te , since le g a l l i a b i l i t i e s  e s ta b lis h  the boundaries w ith in  
vhich the firm  must operate and th e re fo re  ex ert more influence on firm  
operations than do an tic ip a te d  economic l i a b i l i t i e s .
Since an economic concept of l i a b i l i t i e s  i s  in ap p ro p ria te , l i a b i l i t y  
d e f in itio n  must re ly  heavily  on the le g a l  concept. A l i a b i l i t y  d e f in i­
t io n  which i s  l e g a l i s t i c  in  na tu re  contains th ree  conditions a  claim 
must meet before i t  can be considered a l i a b i l i t y .  The th ree  a re :
( 1) a claim  which i s  su b jec t to  adequate ca lcu la tio n j (2 ) a claim  which 
i s  a  r e s u l t  of a p a s t  tran sac tio n ; and (3 ) a claim  which w i l l  requ ire  
th e  fu tu re  t ra n s fe r  of a s se ts  to a c re d ito r .
L ia b i l i t ie s  a re  genera lly  c la s s if ie d  between c u rren t and long 
term, re su ltin g  from the emphasis p laced  on due date by c re d it  g ran to rs. 
Measurement of l i a b i l i t i e s  generally  p resen ts fewer problems than does 
measurement of a s s e ts . Since l i a b i l i t i e s  r e s u l t  from p a s t tra n sa c tio n s , 
the amounts to  be paid  can frequen tly  be determined on the bases of 
agreements which gave r is e  to  the l i a b i l i t i e s .
In  add ition  to  the f a c t  th a t  a n tic ip a tio n  i s  an e s s e n tia l  element 
involved in  a s se t  recognition  and accounting, i t  i s  a lso  involved in  
l i a b i l i t y  accounting. T rad itio n a l accounting p ra c tic e  accepts the  leg a l 
concept of l i a b i l i t i e s  as deb ts , and recognizes only those item s th a t  
r e f le c t  debts requ iring  payment to  c re d ito rs  o f  the  firm . Accounting 
p ra c tic e  thereby re je c ts  those fu tu re  a n tic ip a te d  cash expenditures 
which are l i a b i l i t i e s  only from the economic standpoint and accepts 
those a n tic ip a te d  fu tu re  cash disbursements which r e s u l t  from p a s t tran s­
ac tio n s and there fo re  a re  l i a b i l i t i e s  from the le g a l standpo in t.
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A l l  l i a b i l i t i e s  r e p re s e n t  f u tu r e  a s s e t  d isb u rse m e n ts , and  a s  a  
r e s u l t  a r e  f u tu r e  r a t h e r  th a n  p r e s e n t  o b l ig a t io n s .  A going concern  i s  
u n d e r no o b l ig a t io n  to  pay  a  l i a b i l i t y  u n t i l  m a tu r i ty ,  and  a s  a  r e s u l t  
l i a b i l i t i e s  in c lu d e d  in  f i n a n c i a l  p r e s e n ta t io n s  r e p r e s e n t  a n t i c ip a te d  
l e g a l  l i a b i l i t i e s *  A d e b to r  i s  o b l ig a te d  to  p e rfo rm  a  s p e c i f i c  a c t  a t  
m a tu r i ty  o f  th e  l i a b i l i t y ,  b u t  i s  n o t  o b l ig a te d  to  do a n y th in g  p r i o r  to  
m a tu r i ty .  I tem s  re p o r te d  a s  l i a b i l i t i e s  can th u s  be c o n s id e re d  a s  
a n t i c ip a te d  l i a b i l i t i e s ,  w ith  a c t u a l  l i a b i l i t i e s  d ev e lo p in g  a t  due d a te .
Long-term  l i a b i l i t i e s  a r e  m easured a t  p ro c e e d s  a t  is su a n c e  ad ­
ju s t e d  by  u n am o rtized  premium o r  d is c o u n t.  The a n t i c i p a t i o n  o f  premium 
o r  d is c o u n t  a s  an  e lem ent o f  i n t e r e s t  expense  o r  a s  an  a s s e t  o r  a  
l i a b i l i t y  upon is su a n c e  c an n o t be t h e o r e t i c a l l y  J u s t i f i e d ,  s in c e  d i s ­
co u n t o r  premium can o n ly  be  c o n s id e re d  a  l i a b i l i t y  v a lu a tio n  ite m  
w hich r e q u i r e s  p e r io d ic  a m o r t iz a t io n  a s  an  e lem en t o f  i n t e r e s t  c o s t  
a s s o c ia te d  w ith  lo n g -te rm  b o rro w in g . R ep o rtin g  lo n g -te rm  d e b t a t  
is s u a n c e  p r ic e  a d ju s te d  by u n am o rtized  premium o r  d is c o u n t r e s u l t s  i n  
r e p o r t in g  d e b t a t  an  amount e q u a l  to  th e  a n t i c ip a te d  s tre a m  o f  c a sh  
d isb u rsem en ts  d isc o u n te d  to  p r e s e n t  v a lu e  th ro u g h  th e  a p p l i c a t io n  o f 
th e  e f f e c t iv e  r a t e  o f  i n t e r e s t .  L ong-term  l i a b i l i t y  r e p o r t in g  i s  th u s  
e s s e n t i a l l y  a  p ro c e s s  o f  a n t i c i p a t i n g  and  r e p o r t in g  known f u tu r e  cash  
d isb u rsem en ts  r e s u l t i n g  from  lo n g -te rm  bo rro w in g .
BIBLEOGRAPHT
A. Books
Ac cotin t in g  and Reporting Problems o f the Accounting P ro fe ss io n . Second 
E d itio n . A rthur Anderson & C o., 1962. Pp. 19U.
A lexander, Sidney S. Five Monographs on Business Income. New York: 
American I n s t i tu t e  o f A ccountants, 1950. Pp. ix  + 160.
American Accounting A sso c ia tio n . Accounting and R eporting Standards 
f o r  Corporate F in a n c ia l S ta tem ents. Columbus: 19!?7. Pp. 6i*.
American I n s t i tu t e  o f C e r tif ie d  P ub lic  A ccountants. Accounting Termi­
nology B u lle t in  No. 1. New York: 1953* Pp* 32.
Backer, Morton. Handbook o f Modem Accounting Theory. Englewood C l i f f s  
P re n tic e -H a ll, I n c . ,  1951H Pp. ix  + 62o7
Black1 a law D ic tio n ary . S t .  P au l: West P ub lish ing  C o., 1951- Pp.
x i  + 18BE
Boedecker, K arl A. Essays on Business F inance. T hird  E d itio n . Ann 
Arbor: M asterco P re ss , 1957. Pp. i x  + 383.
Boulding, Kenneth E. Economic A n a ly sis . Revised E d itio n . New York: 
Harper & B ro th ers , 19U8. Pp. xxvi + 881;.
Brown, Courtney C. L iq u id ity  and I n s t a b i l i t y . New York: Columbia
U n ivers ity  P re s s , 191*0. Pp. xv + 2U6.
B ryant, H. B. and H. D. S tr a t to n . Countinghouse Bookkeeping. New York: 
Iv e rso n , Fhinney, Blakeman and d o ., 1069. Pp. 375.
Canning, John B. The Economics o f Accountancy. New York: Ronald P re ss
C o., 1929. Pp. v i i i  + 367.
Changing Concepts o f Business Income. New York: Macmillan C o.. 1952. 
Pp. I x  + 160.
Dewing, A rthur S . The F in a n c ia l P o licy  of C orporations. F i f t h  E d itio n . 
New York: Ronald P ress C o., 1953. Pp. xx + 607.
D oris , L i l l ia n .  Corporate T re a su re r 's  and C o n tro lle r 's  Handbook.
New York: P re n tic e -H a ll, I n c . ,  19^57 Pp. ix  ♦ T i f f .
179
Edw ards, E dgar O. and  P h i l l i p  B e l l .  The Theory and Measurement o f
B u sin e ss  Incom e. B e rk e ley : U n iv e rs i ty  o f  C a l i f o rn ia  P r e s s ,  1961.
P p . xv + 323*
Edw ards, James D. and R onald Salm onson. C o n tr ib u tio n s  o f  Four A ccount­
in g  P io n e e r s . E a s t  L ansing : M ichigan S ta te  U n iv e rs i ty  Bureau o f
B u sin e ss  R e se a rch , 1961. Pp. 238.
F in n e y , H. A. and  H e rb e rt E . M i l le r .  P r in c ip le s  o f  A cco u n tin g . F o u rth  
E d i t io n .  Englewood C l i f f s :  P r e n t ic e - H a l l ,  I n c . ,  1 9 5 1 . Pp. x i i i  +
975.
- P r in c ip le s  o f  A ccoun ting , Advanced. F o u r th  E d i t io n .
Englewood C l i f f s :  P r e n t ic e - H a l l ,  I n c . ,  1952. Pp. x i i  + 892.
___________ . P r in c ip le s  o f  A cco u n tin g , In te rm e d ia te . F i f t h  E d i t io n .
Englewood C l i f f s :  P r e n t ic e - H a l l ,  I n c . ,  1958- Pp. x v i i  + 955*
 . P r in c ip le s  o f  A cco u n tin g ,  I n t r o d u c to r y . F i f t h  E d it io n .
Englewood C l i f f s :  P r e n t ic e - H a l l ,  I n c . ,  1957. Pp . x v i  +■ 75>7.
F je ld ,  E. I .  B alance S h e e t C l a s s i f i c a t i o n  and T erm inology. New York: 
1936, Pp. x i i  + 268.
F o u lk e , Roy A. P r a c t i c a l  F in a n c ia l  S ta tem en t A n a ly s is . F i r s t  E d i t io n .  
New Y ork: M cGraw-Hill kook C o ., I n c . ,  19U5. Pp. xx  + 681.
 ________ . P r a c t i c a l  F in a n c ia l  S ta tem en t A n a ly s is . T h ird  E d i t io n .
New Y ork: M cGraw-Hill Book C o ., I n c . ,  1953* P?» x x i + 710.
G ilm an, S tep h en . A ccounting  C oncepts o f  P r o f i t . New Y ork: R onald  P re s s
C o ., 1939. P p . xv  + 635.
G oetz , B i l l y  E . and  F re d e r ic k  R. K le in . A ccoun ting  i n  A c tio n , I t s  
Meaning f o r  Management. Cambridge: The R iv e rs id e  P r e s s ,  I9 6 0 .
Pp . x i  + 713.
Guthmann, H arry  G. an d  H e rb e rt E . D o u g a ll. C o rpo ra te  F in a n c ia lJ P o l ic y . 
T h ird  E d i t io n .  Englewood C l i f f s :  P r e n t ic e - H a l l ,  I n c . ,  1955.
P p . x x v i + 766.
H a t f i e ld ,  Henry R. A cco u n tin g . New Y ork: D. A pp le ton  & C o ., 1931.
P p . v i i i  + 5U8.
. Modern A cco u n tin g . New York: D. A pp le ton  & C o ., 1922.
P p . x iv  +" 3"67.
H i l l ,  Thomas M. and  NSyron J .  Gordon. A cco u n tin g : A Management
A pproach. R ev ised  E d i t io n .  Homewood: R ich a rd  D. I rw in , I n c . ,
1959." T p .  x i i i  + 5U3.
Hills, George S. The Law of Ac counting and Financial Statements.
Boston: Little, Brown and Co., 1957. Pp. 338.
180
Johnson, R obert W. F in a n c ia l  Management. Second E d it io n . Boston: 
A llyn  and Bacon, In c 8,  1 9 6 2 .  Pp. x i i i  + 714.
K arrenbrock, W. E . and Harry Simons. Advanced A ccounting, Comprehen­
s iv e  Volume. C in c in n a ti:  S o u th w e s te rn  P u b lish in g  Company, 1955.
Pp. x i i  + 948.
. In te rm ed ia te  A ccounting, Comprehensive Volume. Second 
E d it io n . C in c in n a ti:  South-W estern P u b lish in g  Company, 1953. Pp.
x i i  + 947.
Kennedy, Ralph D. and F re d e ric k  C. K urtz . In tro d u c to ry  A ccounting . 
S cran ton : I n te r n a t io n a l  Textbook C o., i 960 . Pp. x i  + 761 .
K e s te r , Roy B. Accounting Theory and P ra c t ic e .  New York: Ronald P re ss
C o ., 1917. Pp. x x iv  + 607 .
. Accounting Theory and P r a c t ic e . Second E d it io n . New 
York: Ronald P re ss  C o., 1925. Pp. ix  + 855.
________; . P r in c ip le s  o f A ccounting . Fourth  E d it io n . New York:
Ronald P re ss  C o., 1939. Pp. xx * 703.
Keynes, John M. The G eneral Theory o f Employment, I n t e r e s t , and Money. 
New York: H areourt, B race, and Company, 1935. Pp. x i i  + 403.
K ohler, E r ic  L. A D ic tio n a ry  f o r  A ccountan ts. Second E d it io n .
Englewood C l i f f s :  P re n t ic e -H a ll ,  I n c . ,  1957. Pp. i x  + 516.
L eland , Thomas W. Contemporary A ccounting. New York: American 
I n s t i t u t e  o f A ccoun tan ts, 1945. P p .x v  + 38 s e c t io n s .
L i t t l e to n ,  A. C. Essays on Accountancy. Urbanna: U n iv e rs ity  o f 
I l l i n o i s  F re s s , 1961 . Pp. x i  + 637.
___________. S tru c tu re  o f Accounting Theory. Columbus: American
A ccounting A s so c ia tio n , 1953. Pp. v i i  + 234-
M acFarland, George A. and R obert D. A yars. Accounting Fundam entals.
New York: McGraw-Hill Book C o., I n c . ,  1936. PpT -HV +
Mackenzie, D. H. The Fundam entals o f  A ccounting. New York: Macmillan
C o ., 1951. Pp. xv  + 687 .
MacNeal, Kenneth. T ru th  i n  A ccounting. P h ila d e lp h ia : U n iv e rs ity  o f
P ennsy lvania  P re s s , 1939^ Pp. x v i i  + 317 .
M a rsh a ll, A lf re d . P r in c ip le s  o f Economics. E ig h th  E d it io n . New York: 
M acmillan Co., 194b. Pp. xxx iv  ♦ 871.
May, George O. D ickinson L ec tu res i n  A ccounting. Cambridge: Harvard
U n iv e rs ity  P re s s , 1943^ Pp7~ 131.
101
May, George 0 . F in an c ia l A ccounting, A D is ta l la t io n  of Experience.
New York: Macmillan Co., 1957. Pp. ix  + 27U-
Meigs, W alter B. and Charles E. Johnson. Accounting. New York: 
McGraw-Hill Book Co., I n c . ,  1962. Pp. xv i + 8 7 9 .
Meigs, W alter B ., C harles E. Johnson, and Thomas F. K e lle r . I n te r ­
mediate Accounting. New York: McGraw-Hill Book Co., I n c . ,  1963*
Pp. xv i + 926.
M ill, John S tu a r t .  P r in c ip le s  o f P o l i t i c a l  Economy. E ighth E d itio n . 
London: Longmans, Green, and Co., 1B?8. Pp. l i i i  + 1013.
Montgomery, R. H ., N* J .  L enhart, and A lvin Jennings. Montgomery1 s 
. A ud iting . Seventh E d itio n . New York: Ronald P ress” Co., 19U9.
Pp. ix  ♦ 690.
Moonitz, Maurice. The Basic P o s tu la te s  o f  Accounting. New York:
American I n s t i tu te  o f C e r tif ie d  P ub lic  A ccountants, 1961. Pp. 61.
Moonitz, Maurice and C. C. S ta eh lin g . Accounting, an A nalysis of i t s  
Problems. Brooklyn: The Freedom P re ss , I n c . ,  1952. Pp. x i i  +
712.
Moore, C arl L. and Robert K. Jaed icke . M anagerial Accounting. Cin­
c in n a ti :  South-W estern Publish ing  C o., 1963. Pp. x  + 69U.
Murphy, .Mary E. S e lec ted  Readings in  Accounting and A uditing . New 
York: P re n tic e -H a ll, I n c . ,  195>2. Pp. x  + U31*
Paton, W illiam  A. A ccountants* Handbook. Third E d itio n . New York: 
Ronald P ress Co., 195>1* Pp. x i i i  * 1505.
__________ . Accounting. New York: The Macmillan Co., 1926. Pp.
v i  + 89U.
. Advanced Accounting. New York: The Macmillan Co.,
19HTT Pp. xx + 837.
Paton, W illiam A, and A. C, L i t t le to n .  An In tro d u c tio n  to Corporate
Accounting S tandards. Columbus: American Accounting A sso c ia tio n .
19H0. Pp. x i i  ♦ 1^6.
Paton, W illiam  A, and W illiam  A. Paton , J r .  Corporate Accounts and 
S tatem ents. New York: Macmillan Co., 1955* Pp. xx * 7l|0.
P e rag e llo , Edward A. O rig in  and E volution  o f  Double-Entry Bookkeeping,
New York: American I n s t i tu t e  Publish ing  Co., 1 9 3 8 . Pp. v i i  + 298.
Prim e, John H. Investm ent A n a ly sis . Second E d itio n . New York: 
P re n tic e -H a ll, I n c . ,  1952. Fp. x v i + 557.
182
Research S e rie s  No. 33» C urrent P ra c tic e  in  Accounting fo r  D eprec ia tion . 
New York: N ational A ssoc ia tion  o f A ccountants, 1958* Pp. 3'6.
Restatem ent and Revision of Accounting Research B u lle t in s . New York:
American I n s t i tu t e  of C e rtif ie d 'P u b lic  A ccountants, 1953- Pp. 159.
Sm ith, Adam. The Wealth o f N ations. Modem L ibrary  E d itio n . New 
York: Random House, IncT, 1937. Pp. ix  + 976.
S p e c th rie , Samuel W. In d u s t r ia l  Accounting. Second E d itio n . Engle­
wood C l i f f s :  P re n tic e -H a ll, I n c . ,  1959. Pp. xx i + 583.
Sprague, C harles E. The Philosophy o f Accounts. F i f th  E d itio n . New 
York: Ronald P ress C o., 1922. Pp. 183.
i
Sprouse, Robert T. and Maurice Moonitz. A T en tative  S e t o f Broad 
Accounting P r in c ip le s  f o r  Bu sin ess  E n te rp r is e s . New York:
American I n s t i tu t e  o f C e r tif ie d  P ub lic  A ccountants, 1962. Pp. 
x  + 87,
S taubus, George J .  A Theory of Accounting to  In v e s to rs . Berkeley: 
U n iversity  o f C a lifo rn ia  Frijss, 196l7 Pp. x i i  + 11*9.
Sweeney, Henry W. S ta b iliz e d  Accounting. New York: Harper and B ro thers , 
1936. Pp. x i i i  + 2 l9 . j
j
V a tte r , W illiam . The Fund Theory o f Accounting and I t s  Im p lica tions fo r  
F in an c ia l R eports, Chicago: U n iversity  of~~Chic.igo P re ss , 19L7.
Pp. v  + 123.
Waterman, M. H. Essays in  Business F inance. Ann Arbor: Masterco 
P re ss , 1952. Pp. v i i  + 26(*i.
W ilk, L ionel A. Accounting fo r  I n f la t io n . London: Sweet and Maxwell,
I960. Pp. ix  + IfiU.
Wixon, Rufus. A ccountants1 Handbook. Fourth E d itio n . New York:
Ronald P ress C o., 1957. Pp. x i  + 29 se c tio n s .
B. P e rio d ic a ls
Ala l a ,  Joseph B. "T axation, D eprecia tion , U seful L ife , Salvage Value, 
and C ap ita l Gain Under the  D eclining Amount D eprecia tion  Methods 
o f the  1951; Code," North  C arolina Law Review, XXXVII (1959). 3i±0- 
353.
American I n s t i tu t e  o f C e r tif ie d  Public Accountants. "Accounting fo r  
Costs o f Pension P la n s ,"  Journal o f Accountancy. CII (O ctober. 
1956), 65-66.---------------------------------------------------
A rn e tt, Harold. "What Does O b je c tiv ity  Mean to  Accountants?" Jou rna l 
of Accountancy, CX (May, 1961), 63- 6 8 . '
183
A schbacher, Bernard F . "The E ffe c ts  o f P ric e  Level F lu c tu a tio n  on 
Accounting D ata ,'1 The Accounting Review, XXXV ( i 960) ,  300-301.
Ashburne, Jim G. "A Forward Looking Statem ent o f F in a n c ia l P o s i t io n ,” 
The Accounting Review, XXXVII (1962), Ii75-U?8*
Avery, Harold G. "Economic Value v s . H is to r ic a l  C o st,"  KAA B u l le t in ,
XL (February , 1959), S—lU*
B a stab le , C. W. "Tomorrow's A ccounting ,” Jo u rn a l o f  Accountancy,
CVII (June , 1959), 52-58.
B edford, Norton M. "Accounting Measurement o f Economic C oncepts,” 
Jo u rn a l o f  Accountancy, C III  (May, 1957 ) ,  56-62.
B h a v ila i , P . "Concepts o f D ep rec ia tio n  and T heir Im p lica tio n s  in  
Accounting Theory and P r a c t ic e ,” The Accounting Review, XXXIV
( 1959), 612-613.
Bierraan, H arold, J r .  "Measuring F in a n c ia l  L iq u id i ty ,” The Accounting 
Review, XXXV (I9 6 0 ), 628-632.
Blough, Carman G. "Challenges to  th e  Accounting P ro fe ss io n  in  the 
U nited  S ta te s ,"  Jo u rn a l o f  Accountancy, CXLEII ( i 960) ,  5k$-5h6.
Bodenhom, D irar.. "An Economist Looks a t  I n d u s t r ia l  Accounting and 
D e p re c ia tio n ,” The Accounting Review, XXXVI (1961), 383-588.
Bowers, R u ss e ll . "B usiness P r o f i t  and the P r ic e  L ev e l,” The Accounting 
Review, XXVI (1951), 167-178.
Bows, A. J .  "Urgent Need f o r  Accounting Reform s,” NAA B u l le t in , X III 
(Septem ber, I 960) ,  l±3-52. j
B r i lo f f ,  A. J .  "P rice  Level Changes and F in a n c ia l S tatem ents a t  th e  
T hreshold  of th e  New F ro n t ie r ,"  The Accounting Review, XXXVI 
(1961), 603-607.
Brown, V ic to r H. "Rate of Returns Some Comments on i t s  A p p lic a b il i ty  
to  C a p ita l  B udgeting," The Accounting Review, XXXVI (1961), 50-62.
Cam pfield, W illiam  L. "Re-Examination o f Bases and O p p o rtu n itie s  f o r  
Applying Accounting Judgment," The Accounting Review, XXXIV (1959),
555-563.
Carson, A. B. "Replacement Cost and Going Concern,” Jo u rn a l o f 
Accountancy, XCVII (January , 19U9), 3U-35.
C a t l e t t ,  George R. "F ac to rs  That In flu en ce  Accounting P r in c ip le s ,"  
Jo u rn a l o f  Accountancy,  CX (O ctober, I9 6 0 ), kb-SO*
Ceroy, John F , "D ep rec ia tion  Developments," I l l i n o i s  CPA, XXI (S pring , 
1959), 37-U7.
181*
C o llin s , George W. “A nalysis of Working C ap ita l,"  The Accounting 
Review, XXI (191*6), 1*30-1*31.
Committee on Cost Concepts and S tandards, American Accounting A ssoci­
a tio n . "T entative Statem ent o f Cost Concepts Underlying Reports 
f o r  Management Purposes," The Accounting Review, XXXI (1956), 
182-193.
Corbin, Donald H. "Current Replacement C osts ,"  Journal o f Accountancy, 
CX (December, I960), 27-29*
C ran ae ll, J .  C, "R atios A vailable fo r  F in an c ia l A na ly sis ,"  NACA 
B u lle t in , XVII (August, 1936), 131*8-1359.
C undiff, L i l l ia n  C, "New F ro n tie rs  fo r  the  A ccountant," Woman CPA,
XXII (December, 1959), 3-6.
Davidson, A, J .  and R. M. Trueblood. "Accounting f o r  D ecision Making," 
The Accounting Review, XXXI (1961), 577-582.
Davidson, Sidney and Y. Yasuba. "Asset R evaluation and Income Determina 
t io n  in  Japan," N ational Tax Jo u rn a l, X III (March, I9 6 0 ), 1*5-58.
D ean,Joel. "Measurement of P ro f i ts  fo r  Executive D ecisions," The 
Accounting Review, XXVI (1951), 185-196.
Dohr, James L. "Cost and Value," Jou rna l o f Accountancy, UDCVII (19l*lt), 
193-196.
Dunn, K eith  W. "Accounting P r in c ip le s ,"  Jo u rn a l o f Accountancy, CVII 
(A pril, 1959), 18-22. ~
E aton, Marquis G. "F in an cia l Reporting in  a Changing S o c ie ty ,"
Journal of Accountancy, CIV (August, 1957), 25-31.
Feldman, Sau l. "A C r i t ic a l  A ppraisal of the  Current A sset Concept,"
The Accounting Review, XXI (191*6), 57U-578.
F ie ld , J .  E. "Inventory  V aluation and the  Short Run Cost Function ,"
The Accounting Review, XXXV (i960 ), 10l*-110.
F iske , Wyman p . "The Nature of Cost and I t s  Uses," NACA B u lle tin ,
XXIII (191*2), 982-983.-----------------------------------------------------------
Flew ellen, E. C. "Concept o f D epreciation Held by the U nited S ta te s  
Supreme C ourt," The Accounting Review, XXXV (I960), 1*13-1*21.
Gordon, Myron J .  "Scope and Method o f Theory and Research in  the 
Measurement o f Income and W ealth," The Accounting Review, XXXV 
(I960), 603-618.--------------------------- ------------------------------
__________ • "The Valu a tio n  of Accounts a t  Current C osts ,"  The Account­
ing  Review, XXVIII (1953), 373-381*.
185
Goudeket, A. A p p l ic a t io n  o f  Replacement Value Theory," Jo u rn a l o f 
Accountancy, GX (Ju ly , I9 6 0 ), 37—14-7*
Grady, P au l. "Accounting f o r  Fixed A sse ts  and T h eir A m ortiza tion ,"
The Accounting Review, XXV (1950), 3-19®
Green, David and G. H. S o r te r .  "Accounting f o r  O bsolescence, a  P ro ­
p o s a l ,"  The Accounting Review, XXXIV (1959), lt-33—lilt-l-
G r i f f in ,  C harles H. and Thomas H. W illiam s. "E xerc is ing  Accounting 
Judgment," I l l i n o i s  CPA, XXII (Summer, I960 ), 1 -7 .
Healy, R obert E . "Treatm ent o f Debt D iscount and Premiums Upon Re­
fu n d in g ,"  Jo u rn a l o f Accountancy, IXXIII (191*2), 199-212.
H errick , Anson. "C urren t A sse ts  and C urrent l i a b i l i t i e s , "  Jo u rn a l o f 
Accountancy, LXXVII (January , 19Ui), US-55.
.  " I n f la t io n  i n  A ccounting ," Jo u rn a l o f Accountancy,  CX 
(Septem ber, I9 6 0 ), 51-56.
H e rts , S au l C. "R ecurring Problems C onfronting the  CPA and the  C re d it 
G ran to r,"  New York CPA, XXVIII (1959), 335-3U0.
Homburger, R ichard  H. "Measurement in  A ccounting ," The Accounting 
Review, XXXVI (1961), 9U-99.
H om gren, C harles T. "D isc lo su re : What Next?" The Accounting Review,
XXXIII (1958), 8U-92.
• "Stock Dividends and the E n t i ty  Theory," The Accounting 
Review, XXXII (1957), 379-385.
Husband, George R. "The E n ti ty  Concept in  A ccounting ," The A ccounting 
Review, XXIX (195U), 552-563.
H ylton, Delmer P. "C urrent Trends in  Accounting T heory," The Accounting 
Review, XXXVII (1962), 22-28.
K elley , A rth u r C. "Terminology o f the  Balance S h e e t,"  Jo u rn a l of 
Accountancy, IXXII (December, 19l*l), 510-513.
Kempner, Jack J .  "A New Look a t  th e  C la s s i f ic a t io n  o f  In v e n to r ie s ,"
The Accounting Review, XXXV (I9 6 0 ), 26A-271.
Knauth, Oswald W. "An E xecutive Looks a t  Accountancy," Jo u rn a l o f 
Accountancy, C III  (January , 1957), 29-30.
K o lla re ts c h , F e l ix  P . "Can th e  Balance Sheet Reveal F in a n c ia l  P o s i­
tio n ? "  The A ccounting Review, XXXV ( i 960) ,  1*82-1*89.
L a ird , F re d e ric k  C. "Accounting f o r  F ixed A s s e ts ,"  Taxes—The Tax 
Magazine, XXXVI (1958), 629-61*2.
186
L i, David H. "The Nature o f Corporate Residual Equity Under the E n tity  
Concept," The Accounting Review, XXXV (I960), 258-263*
__________ . "The Nature and Treatment of Dividends Under the E n tity
Concept," The Accounting Review, XXXV ( i 960) ,  67li-679.
L it t le to n , A. C. "The Accounting Exchange," The Accounting Review, XXI 
(1946), 337-3lilt.
• "S ignificance of Invested Cost," The Accounting Review, 
XXVII (1952), 170-171.
. "A Symposium on A ppreciation ," The Accounting Review, V 
(3530), 1-12.
Mackler, J .  M. "A Suggestion fo r  the Measurement o f Solvency," The 
Accounting Review, X V II (191*2), 3U8-35U*
Mathews, Russel. " In f la tio n  and Company Finance," The Accounting Review, 
XXXV (I960), 8-18.
M auriello, Joseph A. "The Working C ap ita l Concept—A Restatem ent,"
The Accounting Review, XXXVII (1962), 39-14*.
Moonitz, Maurice. "The Changing Concept of L ia b i l i t ie s ,"  Journal of 
Accountancy, CIX (May, I960), 1*1-1*6.
. "The Valuation of Business C ap ita l,"  American Economic 
Review, XII (May, 1951), 157-165*
Moonitz, Maurice and Carl L. Nelson. "Recent Developments in  Accounting 
Theory," The Accounting Review, XXXV (I960), 206-217.
Morey, Lloyd. "New V istas in  Accounting," I l l i n o i s  CPA, XXI (Spring, 
1959), 3—Hi*
Morrison, Lloyd F. "Some Accounting L im itations of Statement I n te r ­
p re ta tio n ,"  The Accounting Review, XXVII (1952), 1*9Q-U95.
M ueller, F. W. "Corporate Working C apital and L iq u id ity ,"  Journal of 
Business of the U niversity  of Chicago, XXVI (1953), 157-172.
Naylor, Emory S. "Balance Sheet P resen ta tion  of Fixed A ssets Since the 
S e c u ritie s  Act o f 1933," I l l i n o i s  Law Review, XXXVI (19ii2).
5U5-566. ------------------------------
N ielson, Oswald. "New Challenges in  Accounting," The Accounting Review, 
XXXV (I960), 583-589. --------------------  ---------
N orris , Harry. "Fixed Assets and Current A sse ts ,"  The Accountant 
(England), CXXI (191*9), 616-619. ----------------------
167
N oyes, C. E . "New S o lu tio n s  f o r  New P rob lem s,"  Jo u rn a l o f  A ccountancy,
CV (March, 1958 ), 29-30 .
Odmark, V. E . "C u rren t C hallenges to  A ccounting  P r in c ip le s ,"  The 
A ccounting  Review, XXXV ( i 960 ) ,  272-277-
Owens, G eorge. "How to  Value a  P r iv a te ly  Owned B u s in e ss ,"  Canadian 
C h a rte red  A cco u n tan t, LXXV (1 9 5 9 ), 231-238.
P a rk , C o lin . "Working C a p ita l  and th e  O p era tin g  C y c le ,"  The A ccounting 
Review, XXVI (1 9 5 1 ), 299-307
P a to n , W illiam  A. " C la s s i f i c a t io n  and Sequences i n  F in a n c ia l  S ta te m e n ts ,"  
A ccounting  Problem s in  War C o n tra c t T e rm in a tio n , T axes, and  Post-W ar 
P la n n in g ,  P ap e rs  P re se n te d  a t  th e  F i f ty - S ix th  Annual M eeting , 19^3, 
Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b lic  A cco u n tan ts , (19U3), 57-67 .
. "C ost and  Value i n  A cco u n tin g ,"  Jo u rn a l o f  A ccountancy,
LXXX1 (19U 6), 192-199.
___________ „ "D e p re c ia tio n —Concept and M easurem ent," Jo u rn a l o f
A ccountancy , CVIII (O c to b er, 1959), 38-U3-
" P re s e n ta t io n  o f  Bond D isc o u n t,"  The A ccounting  Review, 
S T T 1 9 3 7 ) ,  2 8 5 - 2 9 0 .
" S p e c ia l  A p p lic a tio n s  o f  D is c o u n tin g ," Jo u rn a l o f  Accountancy, 
X1VI (O c to b e r, 1926), 270-282.
. "Theory o f  th e  Double E n try  System ," J o u rn a l  o f  A ccountancy,
XXIII (Ja n u a ry , 1917 ), 7 -1 3 .
Penney, Louis H. " I n f l a t io n  and th e  CPA," Jo u rn a l  o f  A ccountancy,
CVIII ( J u ly ,  1959), 23 -27 .
P e r lu s s ,  I r v in g  H. "A ccounting f o r  th e  V a lu a tio n  and A p p re c ia tio n  o f  
F ix e d  A sse ts  Under the  S e c u r i t ie s  A ct o f  1933," C a li fo rn ia  Law 
Review, XXVIII (19U0), 369-378.
P u g s ley , John S . " I n f l a t io n  and th e  Company A ccoun tan t’ s R esponsi­
b i l i t y , "  NAA B u l l e t in , XLI ( J u ly ,  I9 6 0 ) , 29-38 .
Pye, Malcolm L. "R easons, P r o b a b i l i t i e s ,  and A ccounting P r in c ip le s ,"
The A ccounting  Review, XXXV (I9 6 0 ) , U37-U+3-
R appapo rt, Louis H. " D e p re c ia tio n  on R eplacem ent V a lu e ,"  New York CPA, 
XXIX (1 9 5 9 ), 7U9-751.
Committee on C ost C oncepts and  S ta n d a rd s , Am erican A ccounting A s s o c ia t io n . 
"R epo rt o f  th e  Committee on C ost C oncepts and S ta n d a rd s ,"  The 
A ccounting  Review, XXVII (1 9 5 2 ), 17U-188.
188
R id il la , Richard A. "A Technique to  A djust F inancia l Statement Data 
fo r  Changing P rice L evels," The Accounting Review, XXXV (i960), 
650- 658.
Ross, Ifyron H. “D epreciation and User C ost,” The Accounting Review, 
XXXV (i960), 1*22-1*28.
Simon, Sidney I .  “Consolidated Statements and the Law,” The Accounting 
Review, XXVIII (1953), 505-51J*.
Singer, Frank A. “Fixing 'Fixed* A sse ts ,"  The Accounting Review,
XXXII (1957), Mii-106.
Solomons, David. "The Determination of Asset Values," Journal of 
Business of the U niversity  of Chicago, XXXV (1962), 28—1*3•
S o rte r , George H. "Reported Income and Inventory Change," Journal of 
Business o f the U niversity  of Chicago, XXXII (1959), 1*7-51.
S o rte r , George H. and George Benston. "Appraising the Defensive
P o sitio n  of the Firm," The Accounting Review, XXXV (i960), 633-61*0.
Sprouse, Robert T. "Legal Concepts of the C orporation," The Accounting 
Review, XXXIII (1958), 37-1*9.
__________ . "The S ignificance of the Corporation in  Accounting
A nalyses," The Accounting Review, XXXII (1957), 369-378.
Staubus, George J .  "The Residual Equity Point o f View in  Accounting," 
The Accounting Review, XXXIV (1959), 3-13.
S torey , Reed K. "Cash Movements and Periodic Income D eterm ination,"
The Accounting Review, XXXV (i960), 14*9-1*51*.
. "Revenue R ealiza tion , Going Concern, and Measurement of 
Income," The Accounting Review, XXXIV (1959), 232-238.
Taynton, Mark. "E ffect o f Salvage Value on D epreciation ," Taxes—The 
Tax Magazine, XXXVI (1958), 97-98. ' -----
Thomas, A rthur L* "Precision and Discounted S erv ices,"  The Accounting 
Review, XXXVII (1962), 67-72. --------------------
T il ly ,  V irg il S. "D epreciation—Does i t  R elate to  O rig inal Cost o r to  
Cost of Replacement?" The Accounting Review, XXXIn (1958),
622-621*.
Trumbull, Wendell P. "Price-Level D epreciation and Replacement C ost," 
The Accounting Review, XXXIII (1958), 26-33.
W alter, James. "The Treatment o f 'Footnote* L ia b i l i t ie s ,"  The Account- 
Ing Review, XXX (1955)> 95-102. '
18?
W eimer, A rth u r  M. "H is to ry  o f  Value Theory f o r  th e  A p p ra is e r ,"  
A p p ra is a l  J o u rn a l , XKVIXI ( I9 6 0 ) ,  1*69-24.83.
W eston, J .  F re d . "R e v a lu a tio n s  o f F ixed  A s s e ts ,"  The A ccounting  
Review, XXVIII (1 9 5 3 ), 1*82-1*90.
W hitney, W illiam  H. " I n te r p r e t in g  th e  R e su lts  T h e re o f,"  J o u rn a l  o f  
A ccountancy, LXXII (November, 191*1), 1*26-1*36.
Woodward, P . D. " D e p re c ia tio n —The Development o f an  A ccounting  
C o n cep t,"  The A ccounting  Review , XXXI (1 9 5 6 ), 71 -7 6 .
Z e f f , S tephan  A. "R eplacem ent C o st: Member o f th e  F am ily , Welcome
G u est, o r  I n t r u d e r ,"  The A ccounting Review, XXXVII (1 9 6 2 ), 611- 
625.  ~---------
VITA
Brace Thomas K ruse, son o f C o rn e il Kruse and Anna Bronsema K ruse, 
was born  in  P ark ersb u rg , Iowa, on January  25, 1931. He was g radua ted  
from  S h e ll  Rock C onso lidated  High School, S h e l l  Rock, Iowa, in  19h8.
He a tte n d e d  Iowa S ta te  Teachers C ollege from  19i$  to  1951, re c e iv in g  th e  
degree of B achelor o f A rts  i n  1951.
Upon g rad u a tio n  from  Iowa S ta te  Teachers C o llege , he a tte n d e d  
Boston U n iv e rs ity  to  study  toward th e  degree o f M aster o f E duca tion .
He se rved  a s  a  g raduate  a s s i s t a n t  during h is  work tow ard th e  M aster1s 
degree, and was awarded th e  degree in  A ugust, 1952.
He was c a l le d  to  a c t iv e  m il i ta ry  duty in  th e  U nited S ta te s  Amy 
in  December o f 1952, and served  u n t i l  h is  re le a s e  in  November, 195U.
Follow ing h is  se p a ra tio n  from  the U nited  S ta te s  A m y, he began 
teach in g  a t  the high  schoo l l e v e l ,  u n t i l  Septem ber, 195?, a t  which time 
he accep ted  a  p o s i t io n  a s  in s t r u c to r  o f I n d u s t r i a l  A d m in is tra tio n  a t  
Iowa S ta te  U n iv e rs ity . He h e ld  t h i s  p o s i t io n  u n t i l  June, I9 6 0 ,/when 
he re s ig n ed  to  e n te r  L ou isiana  S ta te  U n iv e rs ity  to  study  toward th e  
degree o f D octor o f Ph ilosophy . He l e f t  L ou isiana  S ta te  U n iv e rs ity  in  
A ugust, 1963, and re tu rn e d  to  Iowa S ta te  U n iv e rs ity  as an A s s is ta n t  
P ro fe s so r  o f I n d u s t r i a l  A d m in is tra tio n . He i s  a  cand idate  f o r  th e  degree 
o f  Doctor o f  Philosophy a t  the  Jan u ary , 196U, commencement.
190
EXAMINATION AND THESIS REPORT
Candidate: Bruce Thomas Kruse
Major Field: Accounting
Title of Thesis: The Role of A nticipation  in  Accounting fo r  Assets 
and L ia b ilit ie s
Approved:
../ V "  -
/Major Professor and Chairman 
Dean of the Graduate School
EXAMINING COMMITTEE:
'/U sO
\f. fK. jJ<Ju' A f X y
Date of Examination: 
October 15. 1963
